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INTRODUCTION

This document,?! prepared by the staff of the Joint
Committee and the staff of the Senate Committee on Finance
(Part II), provides a description of Chairman Bentsen's Mark
to H.R. 11 (Revenue Act of 1992). The Committee on Finance
is scheduled to mark up the proposal on July 29, 1992.
H.R. 11 was passed by the House of Representatives on July 2,
1992, and was referred to the Finance Committee on July 21,
1992.

The Chairman's Mark is divided into 11 Parts:

I. Economic Development in Distressed
Areas—--Enterprise Zones;

II. Income Security Provisions;
III. Savings Incentives (IRAs);
IV. Other Economic Development Tax Provisions;

V. Economic Development Provisions of H.R. 3040
(Tax Extension Act of 1992) as Reported by the
Finance Committee (with only proposed
modifications described in this document);

VI. Taxpayer Bill of Rights 2;

VII. Provisions Relating to Contributions to
Charities;

VIII. Simplification Provisions;
IX. Other Revenue Provisions;
X. Additional Revenue Provisions; and

XI. Technical Corrections (S. 750, with
modifications).

1 This document may be cited as follows: Joint Committee on
Taxation, Description of Chairman's Mark to H.R. 11 (Revenue
Act of 1992) (JCX-28-92), July 28, 1992.
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I. ECONOMIC DEVELOPMENT IN DISTRESSED AREAS-—
ENTERPRISE ZONES

Present Law

The Internal Revenue Code does not contain general rules
that target specific geographic areas for special Federal
income tax treatment. Within certain Code sections, however,
there are definitions of targeted areas for limited purposes
(é.g., low-income housing credit and qualified mortgage bond
provisions target certain economically distressed areas). In
addition, present law provides favorable Federal income tax
treatment for certain U.S. corporations that operate in
Puerto Rico, the U.S. Virgin Islands, or a possession of the
United States to encourage the conduct of trades or
businesses within these areas.

Description of Proposal

Designation of tax enterprise zones

in general.--A total of 25 tax enterprise zones would be
designated (subject to availability of eligible zones) during
1993-1996. Tax enterprise zones would be urban tax
enterprise zones, rural development investment zones, or
Indian reservation tax enterprise zones, and would be
designated from areas nominated by State and local
governments or a governing body of an Indian reservation.

The Secretary of Housing and Urban Development (HUD)
would designate 15 urban tax enterprise zones (up to 6 zones
designated in 1993, 4 zones in 1994, 3 zones in year 1995,
and 2 zones in year 1996). Any shortfall in designations of
zones may be carried forward to the next year, but not beyond
1996.

The Secretary of Agriculture (in consultation with the
Secretary of the Interior) would designate 8 rural
development investment zones (up to 3 zones designated in
1993, 2 zones in 1994, 2 zones in 1995, and 1 zone in 1996).l
Any shortfall in designations of zones may be carried forward
to the next year, but not beyond 1996.

The Secretary of the Interior would designate 2 Indian
reservation tax enterprise zones (1 zone in 1993, 1 zone in
1994, and any shortfall carried forward through 1996).

1 Rural development investment zones would be located in
areas which are (1) outside a metropolitan statistical area
as defined by the Secretary of Commerce, or (2) determined by
the Secretary of Agriculture, after consultation with the
Secretary of the Interior, to be a rural area.
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Nominated areas located on Indian reservations also would be
eligible for designation (provided the bill's criteria are
met) as rural development investment zones.

Zone designations generally would remain in effect for
10 years. An area's zone designation could be revoked if the
local government or State significantly modifies the
boundaries or does not comply with its_agreed-upon course of
action for the zone (described below). _

Eligibility criteria for zones.--The eligibility
criteria for urban zones, rural zones, and Indian reservation
zones generally would be the same (except as noted below).

To be eligible for designation as a tax enterprise zone, a
nominated aree would be required to have all of the following
characteristics: (1) a population of at least 20,000 (10,000
in the case of a rural zone and no minimum population for
Indian reservation zones); (2) a condition of pervasive
poverty, unemployment, and general economic distress; (3) is
one contiguous area; (4) is located within not more than two
States; (5) poverty rate§ of at least 25 percent in each of
the area's census tracts”; (6) poverty rates of at least 35
percent in each of at least 80 percent of the area's census
tracts; and (7) a satisfactory course of action (described
below) adopted by the State and local governments designed to
promote economic development in the nominated area.

Course of action.--In order for a nominated area to be
eligible for designation as a tax enterprise zone, the local
government and State in which the area is located would be
required to agree in writing that they will adopt (or
continue to follow) a specified course of action designed to
reduce burdens borne by employers or employees in the area.

A course of action must include the following actions
with respect to a nominated area: (1) certification by the
State insurance commissioner (or similar official) that basic
commercial property insurance of a type comparable to that
insurance generally in force in urban or rural areas,
whichever is applicable, throughout the State is available to
businesses within the nominated area; (2) a program to ensure

2 An area's designation as a tax enterprise zone could be
revoked only after a hearing on the record at which officials
of the State and local governments are given an opportunity
to participate and the State and local governments have an
opportunity to correct any deficiencies found at the hearing.

3 If areas are not tracted as population census tracts, the
equivalent county divisions as defined by the Bureau of the
Census for purposes of defining poverty areas would be
treated as population census tracts.
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the necessary rehabilitation of publicly owned property;: (3)
increase in the level, or efficiency of delivery, of local
public services (such as public safety protection); (4)
involvement in the program by public or private entities
(e.g., community groups), including a commitment to provide
jobs and job training, and technical, financial, or other
assistance to employers, employees, and residents of the
area; (5) special preferences granted to contractors owned
and operated by socially and economically disadvantaged
groups, in connection with activity in the zone; (6) certain
programs to encourage local financial institutions to make
loans to area businesses, with emphasis on locally owned and
small-business concerns; and (7) special preferences for
projects within the area in allocations of the State's
low—inco?e housing credit ceiling and private activity bonds
ceiling.

In addition, the required course of action may include
the following: (1) a reduction of tax rates or fees applying
within the zone; (2) donations of surplus land to community
organizations agreeing to operate businesses on the land: and
(3) programs to encourage employers to purchase health
insurance for employees on a pooled basis.

Programs which serve as part of the required course of
action could not be funded with proceeds from any Federal
program (other than discretionary proceeds, such as community
development block grants, the use of which is not restricted
to a zone). 1In evaluating courses of action agreed to by the
State or local government, past efforts of those governments
with respect to the nominated area would he taken into
account,

Selection process and criteria.--All designated tax
enterprise zones would be selected from nominated areas on
the basis of the following criteria (each of which would be
given equal weight): (1) the strength and quality of promised
contributions by State and local governments relative to
their fiscal ability; (2) the effectiveness and
enforceability of the guarantees that the promised course of
action will be implemented, including the specificity with
which the contributions enumerated in the course of action
are described in order that it could be determined annually
by the applicable Secretary whether such contributions
actually are being carried out; and (3) the ranking (relative
to other nominated areas) with respect to the poverty rate of
the nominated area.

4 Requirements would apply to an area located on an Indian
reservation only to the extent that the reservation governing
body has lz2gal authority to comply with such reguirements.
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Tax incentives

Employer wage credit.--A 40-percent credit against
income tax liability would be available to all employers for
the first $20,000 of wages paid to each employee who (1) is a
zone resident (i.e., his or her principal place of abode is
within the zone), and (2) performs substantially all
employment services within the zone in a trade or business of
the employer.

The maximum credit per qualified employee would be
$8,000 per year. Wages paid to a qualified employee would
continue to be eligible for the credit if the employee earns
more than $20,000, although only ghe first $20,000 of wages
would be eligible for the credit. The wage credit would be
available with respect to a qualified employee, regardless of
the number of other employees who work for the employer or
whether the employer meets the definition of an "enterprise
zone business" (which applies for the investment tax
incentives described below).

Qualified wages would include the first $20,000 of
"wages," defined to include (1) salary and wages as generally
defined for FUTA purposes, and (2) certain training and
educational expenses paid on behalf of a qualified employee,
provided that (a) the expenses are paid to an unrelated third
party and are excludible from gross income of the employee
under present-law section 127, or (b) in the case of an
employee under age 19, the expenses are incurred by the
employer in operating a youth training program in conjunction
with local education officials. i

The credit would be allowed with respect to full-time
and part-time employees. However, the employee must be
employed by the employer for a minimum period of at least 90
days or 120 hours of service. Wages would not be eligible
for the credit if paid to certain relatives of the employer
or, if the employer is a corporation, certain relatives of a
person who owns more than 50 percent of the corporation. In
addition, wages would not be eligible for the credit if paid
to a person who owns more than five percent of the stock (or
capital or profits interests) of the employer.

To be eligible for the wage credit, an employer would be
required to notify all employees of the advance refundability
of the earned income tax credit (EITC).

5 10 prevent avoidance of the $20,000 limit, all employers
of a controlled group of corporations (or partnerships or
proprietorships under common control) would be treated as a
single employer.
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For certain small employers, the credit would be
refundable (and could be used to reduce tentative minimum
tax). For this purpose, "small employers" would be defined
as employers with gross receipts not greater than $2 million
during the preceding taxable year, although refundability
would be phased out for employers with gross receipts between
$1 million and $2 million of gross receipts. For employers
that are not "small employers,” the credit would not be
refundable. For such employers, the credit would be subject
to the general business credit limitations (sec. 38) and,
therefore, could not be used to reduce tentative minimum tax.

An employer's deduction otherwise allowed for wages paid
would be reduced by the amount of credit claimed for that
taxable year.

Expansion of targeted jobs tax credit (TJTC) .~=The
present-law targeted jobs tax credit (sec. 51) would be
expanded so that a person who resides in a tax enterprise
zone automatically would be treateg as a member of a targeted
group for purposes of that credit. Thus, employers located
outside of enterprise zones would be entitled to claim the
40-percent TJTC credit on up to $6,000 of qualified
first-year wages_paid to employees who reside within a tax
enterprise zone.

As under present-law, an employer's deduction otherwise
allowed for wages paid would be reduced by the amount of TJTC
claimed for that taxable year. :

Definition of "enterprise zone business".--The
investment tax incentives described below {but not the labor
incentives described above) would be available only with
respect to trade or business activities that satisfy the
criteria for an "enterprise zone business."” Under the
proposal, an "enterprise zone business" would be defined as a
corporation or partnership (or proprietorship) if for the
taxable year: (1) the sole trade or business of the
corporation or partnership is the active conducg of a
qualified business within a tax enterprise zone®; (2) at

6 The TJTC expired on June 30, 1992, but would be extended
for 18 months (i.e., through December 31, 1993) by another
proposal contained in the Chairman's Mark.

7 Employers located within a tax-enterprise zone would not
be allowed to claim the TJTC with respect to an employee if
any of such employee's wages were taken into account in
determining the employer's enterprise zone wage credit.

8 rThis requirement would not apply to a business carried on
by an individual as a proprietorship.
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least 80 percent of the total gross income is derived from
the active conduct of a qualified business within a zcne; {3)
substantially all of the use of its tangible property occurs
within a zone; (4) substantially all of its intangible
property is used in, and exclusively related to, the active
conduct of such business; (5) substantially all of the
services performed by employees are performed within a zone;
(6) at least one-third of the employees are residents of the
zone; and (7) no more than five percent of the average of the
aggregate unadjusted bases of the property owned by the
business is attributable to (a) certain financial property,
or (b) collectibles not held primarily for sale to customers
in the ordinary course of an active trade or business.

A "gualified business" would be defined as any trade or
business other than a trade or business that consists
predominantly of the development or holding of intangibles
for sale or license. In addition, the leasing of real
property that is located within the tax enterprise zone to
others would be treated as a qualified business only if
(1) the leased property is not residential property, and
(2) substantially all of the property is leased to an
enterprise zone business. The rental of tangible personal
property to others would not be a qualified business unless
substantially all of the rental of such property is by
enterprise zone businesses or by residents of a tax
enterprise zone.

Activities of legally separate (even-if related) parties
would not be aggregated for purposes of determining whether
an entity qualifies as an enterprise zone business.

Increased section 179 expensing.--The present-law
$10,000 expensing allowance for certain depreciable business
property provided under section 179 would be increased to
$75,000 for enterprise zone businesses (as defined above).
In addition, the types of property eligible for section 179
expensing would be expanded to include buildings used in
enterprise zone businesses.

"Qualified zone property" would be defined as
depreciable tangible property (including buildings), provided
that: (1) such property was acquired by the taxpayer (but not
from a related party) after the zone designation took effect;
(2) the original use of the property in the zone commences
with the taxpayer; and (3) substantially all of the use of
the property is in the zone in the active conduct of a trade
or business by the taxpayer in the zone. In the case of
property which is substantially renovated by the taxpayer,
however, such property need not be acquired by the taxpayer
after zone designation nor originally used by the taxpayer
within the zone if during any 24-month period after zone
designation the additions to the taxpayer's basis in such
property exceed 100 percent of the taxpayer's basis in such
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property at the beginning of the period or $5,000 (whichewver
is greater).

As under present law, the section 179 expensing
allowance would be phased out for certain taxpayers witn
investment in depreciable business property during the
taxable year above a specified threshold. However, the
present-law phaseout range (i.e., $200,000 to $210,000 of
investment during the taxable year) would be increased for
enterprise zone businesses to a phaseout range of $300,000 to
$450,000 of investment made by the taxpayer during the
taxable year.

In the case of an enterprise zone business that is a
component member of a controlled group of corporations, the
$75,000 expensing allowance would apply only if all component
members of the group are enterprise zone businesses. As
under present law, the $75,000 expensing allowance is to
apply at both the partnership and partner level.

The increased expensing allowance would be allowed for
purposes of the alternative minimum tax (i.e., it would not
be treated as an adjustment for purposes of the alternative
minimum tax). The section 179 expensing deduction would be
recaptured if the property is not used predeminantly in a
enterprise zone business (under rules similar to present-law
section 179(d)(10)).

Accelerated depreciation.--An enterprise zone business
(as defined above) would determine depreciation deductions
with respect to "qualified zone property" (also defined
above) by using the following recovery periods:

3=Y AT PrOPeItY.teieueeeneesennnsoennnaeessl years
S=YEAr PrOPeItY..seuiseeeoseressceocncesenssl years
T=Y@Ar PrOPEILY.ecoineeeseenssocensseassnnesd years
10-year ProPerty.iiceeseeeeesecseocoeenssssb years
15-year PropPerty..iieeeeieiineeennnseeennnssd years
20 Year PropPertY..ieesieeeseeeenseansenesal2 years
Nonresidential real property..............20 years

The shorter recovery periods allowed for qualified zone
property of enterprise zone businesses would not be allowed
for alternative minimum tax purposes.

Ordinary loss treatment.--Loss incurred by an individual
Or corporate taxpayer on disposition of certain property used
in an enterprise zone business would be treated as ordinary
loss. The proposal would apply to property used in an
enterprise zone business for at least two years (five years
in the case of real property). Loss on disposition of a
stock or partnership interest in an enterprise zone business
held by an individual for at least two years would be treated
as ordinary loss. Ordinary loss treatment would not be
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available for intangible property, other than stock or
partnership interests in enterprise zone businesses.

Stock interests eligible for the ordinary loss
treatment would have to be acquired by the individual
taxpayer on original issue from the corporation solely in
exchange for cash at a time when the corporation was an
enterprise zone business (or was being organized for the
purpose of being an enterprise zone business), and during
substantially all of the taxpayer's holding period, the
corporation qualified as an enterprise zone business.
Similar rules would apply to partnership interests in
enterprise zone businesses. Property used in an enterprise
zone business would be eligible for the ordinary loss
treatment if (1) it meets the definition of gqualified zone
property (defined above), or (2) it is land which is an
integral part of an enterprise zone business.

The ordinary loss treatment would apply only to losses
that are attributable to the period that the property is used
in an enterprise zone business. Losses from transactions
with related persons would not be eligible for the ordinary
loss treatment.

The ordinary loss treatment would apply for purposes of
computing regular and alternative minimum tax.

Stock expensing.--An individual would be allowed a
50-percent deduction for the amount paid in cash during any
taxable year to purchase certain stock in an enterprise zone
business. The amount of the deduction would be i&mited to-
$25,000 per year (with a $250,000 lifetime cap).

Stock would qualify for the expensing deduction only if
it was stock acquired on original issue from a domestic
C corporation that: (1) meets the definition of an enterprise
zone business (defined above); (2) does not have more than
one class of stock outstanding; (3) the sum of (a) the
unadjusted bases of the assets owned by the corporation and
(b) the value of leased assets does not exceed $3 million;
(4) more than 20 percent of the total value and total voting
power of the stock of the corporation is owned by individuals
(directly or through partnerships or trusts) or by estates;
and (5) the cash paid for the stock is used by the issuing

9 Stock would not be eligible for the ordinary loss
treatment if the basis of such stock had been reduced under
the stock expensing provision described below.

10 Thus, in order for an individual to claim the maximum
$25,000 per-year deduction, the individual would have to
purchase $50,000 of qualified stock during the taxable year.
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corporation within 12 months to acgquire property (a) which is
depreciable tangible property (whether real or personal) to
which section 168 applies, (b) the original use of which in
the zone commences with the issuing corporation, and {c)
substantially all of the use of which is in the zone.

For purposes of the $25,000 annual limitation and the
$250,000 lifetime cap, an individual and certain members of
his family would be treated as a single individual.

The basis of stock would be reduced by the amount of the
deduction. 1In addition, gain on disposi-:ion of the stock
would be treated as ordinary income to tre extent of the
amount allowed as a deduction, and interest would be payable
on certain premature dispositions. The deduction would be
allowed for purposes of the alternative minimum tax.

Tax-exempt financing.--Bonds used to finance certain
enterprise zone facilities would constitute a new category of
exempt facility bonds, subject to the current State private
activity volume cap, but at a reduced rate. Only 50 percent
of the amount of qualified enterprise zone bonds issued would
count against the State private activity volume cap.

Qualified enterprise zone facilities in "enterprise zone
eligible areas" would qualify for tax-exempt bond finance,
whether or not these areas were actually designated as an
enterprise zone. Qualified enterprise zone facilities would
include land, plant, -and equipment used by enterprise zone
businesses (as defined above) but would not include housing
(rental or owner-occupied). Rules similar to those in
Section 144(a)(8)(B) would apply to the types of facilities
that could be financed with enterprise zone bonds. The
proceeds of qualifying enterprise zone bonds would be
required to be spent within 18 months of the date of
issuance. An enterprise zone business would be eligible for
up to an aggregate of $1 million in enterprise zone bond
financing.

The appropriate Secretary would be responsible for
certifying that an area was "enterprise zone eligible" in a
timely manner after receiving the area's nominating petition.
Enterprise zone bonds could be issued during the two-year
period following this designation. Such bonds would remain
tax-exempt regardless of whether the area continued to meet
the criteria for being "enterprise zone eligible" or the
business continues to be an enterprise zone business. In
cases where the business receiving enterprise zone bond
financing ceases to be an enterprise zone business, certain
penalties would be imposed on such a business.

For purposes of the so-called bank deductibility rules
for interest costs of carrying tax-exempt bonds ( ec. 265),
enterprise zone bonds would be treated comparable to bonds
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issued by a "qualified small issuer."

Low-income housing credit (LIHC) expansion.--Fii
purposes of the low-income housing credit (sec. 42)++, tax
enterprise zones would automatically qualify as "difficult to
develop" areas, within which the eligible basis of buildings
for purposes of computing the credit is 130 percent of the
cost basis. (Thus, the credit would be based on 91 percent
of present value instead of the regular LIHC rate of 70
percent of present value.) The present-law State credit cap
would continue to apply.

Rules

Within four months after the date of enactment, the
Secretaries of HUD, Agriculture, and Interior would be
required to promulgate rules (by notice or regulation)
regarding: (1) procedures for nominating areas for
designation as tax enterprise zones; (2) the method for
comparing the enumerated selection criteria; and (3)
recordkeeping requirements to assist in the preparation of
studies to be submitted to Congress (described below). Such
rules would provide that State and local governments shall
have no less than five months after issuance to submit their
applications for zone designation before such applications
are evaluated and compared and any area is designated as a
tax enterprise zone.

Studies

A study would be conducted under the auspices of the
National Academy of Sciences, analyzing the effectiveness of
the tax enterprise zone provisions. An interim report of
this study would be required to be submitted to Congress by
July 1, 1997, and a final report by July 1, 2000.

Effective Date

Tax enterprise zone designations would be made only
during calendar years 1993 through 1996. The tax incentives
provided for would be available during the period that the
designation remains in effect, which generally would be for
10 years after the designation first becomes effective.

11 The low-income housing credit expired on June 30, 1992,
but would be extended for 18 months (i.e., through December
31, 1993) by another proposal contained in the Chairman's
Mark.




II. INCOME SECURITY

A. FOSTER CARE; SUBSTANCE ABUSE PREVENTION AND TREATMENT

1. Foster Care, Adoption, and Family Services
Funding for Foster Care Related Services
Present Law |

Title IV-B of the Social Security Act authorizes $325
million a year to be used by the States to provide child welfare
services. The fiscal year 1992 appropriation for child welfare
services is $273.9 million. States generally have broad
discretion in determining the nature of the services they wish to
provide, and the population to which they will be provided. The
Federal matching share is 75 percent. Funds are allocated to the
States under a formula that takes into account the State's
relative number of children under age 21 and per capita income.

States are not required to report how they use title IV-B
funds, and there are no official data available at the Federal
level that show the purposes for which States are using Federal
dollars. States may provide services without regard to family
income.

Proposed Change

Funding. - Title IV-B is amended to provide entitlement
matching funds to States to enable them to develop and provide
innovative services programs aimed at preventing unnecessary
placement in foster care; helping families to be reunited after a
child has been in foster care; promoting planned, permanent
living arrangements for children who have been placed in foster
care, including placement in adoption, where appropriate; and
other family support services that the State may choose to
provide.

States will be entitled to their share of $150 million in
fiscal year 1993, $250 million in fiscal year 1994, and $300
million in fiscal year 1995, $350 million in fiscal year 1996,
and $400 million in fiscal year 1997 and years thereafter. The
Federal matching share will remain at 75 percent. Allotment of
funds will be on the same basis as is used under the current
title IV-B program (which reflects the size of the State's
population under age 21 and per capita income).

Services. - Funds may be used for the plannihg, development,
expansion, and operation of the following services:

(1) preplacement preventive services designed to help
children at risk of foster care placement remain with their
families (including adoptive families) where appropriate:;
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(2) reunification services designed to help children return
to the families (including ador=ive families) from which they
have been removed, where appropriate;

(3) followup services designed to sustain and further
strengthen families (including adoptive families) after a child
has returned home from foster care placement;

(4) where appropriate, services to help children be placed
for adoption, with a legal guardian, or, if adoption or legal
guardianship is determined not to be appropriate for a Chlld in
some other planned, permanent living arrangement;

(5) respite care to provide assistance for any foster care
family or adoptive family and any other family that the State
agency determines needs such care in order to preserve family
stability, with priority to the family of a child with a medical
condition or physical, mental, or emotional handicap that
requires special assistance (as determined by the Secretary); and

(6) family support services to strengthen the functioning of
a family (including an adoptive or foster care family), including
services designed to improve parenting skills.

Evaluation. = An authorization of $8 million a year for five
years will be provided to enable the Secretary of HHS to evaluate
State programs receiving funds under this program. The Secretary
will be allowed to conduct these evaluations through contracts
with independent research organizations.

States may also use funds available to them under the new
Part B funding authority to conduct their own evaluations of
their services programs under regulations of the Secretary.

The Secretary must develop procedures to facilitate the
coordination of evaluation efforts undertaken by HHS and by the
States and must provide technical assistance to the States in
planning and designing their evaluations.

In designing the evaluations conducted by the Department of
HHS, the Secretary must consult with representatives of
organlzatlons representing State and local program
administrators; private, nonprofit organizations with an interest
in child welfare; and with individuals and organizations that
have experience in evaluating child welfare or other related
services programs.

Evaluations by the Secretary and by the States must use
outcome measures of children and families that can be compared
with similar outcome measures of children and families that did
not receive these services. The Secretary must assure that an
appropriate portion of the evaluations conducted by him will use
experimental and control groups.




Beginning in fiscal year 1995, the Secretary must issue an
annual report to the Congress on the status and findings of all
evaluations undertaken by the Department. The report shall also
include a summary description of State evaluations paid for with
these Federal funds.

By December 1, 1996, based on evaluations conducted by the
Secretary and the States, the Secretary must submit a report to
the Ways and Means and Finance Committees with recommendations
for legislation to improve services provided to families and
children under title IV-B so as to strengthen families, to reduce
the number of cases in which it is necessary to remove a child
from home and place the child in foster care, to promote the
reunification of families of children who have been placed in
foster care, and to promote planned, permanent living
arrangements for children, including adoption, where appropriate.

State plan/reporting regquirements. - In order to receive
funding for services, each State must submit, on an annual basis,
an amendment to its title IV-B plan. The plan amendment must be
approved by the Secretary, and must include a detailed
description of how the State intends to use its share of the new
money. In addition, the State must submit an annual report to
the Secretary that summarizes activities actually carried out
with funds made available under this legislation. The State must
also develop a statement of goals that it expects to achieve over
the 5-year period 1993-1997, which must be submitted to the
Secretary by January 1, 1993. ,

State maintenance of effort. - As a condition of receiving

funds under this program, States must provide the Secretary with
written assurances that State and local .funds expended for the
purpose of providing child welfare services (excluding foster
care maintenance and adoption assistance payments) will be
maintained at a level that equals or exceeds the level of fundlng
for these services in fiscal year 1991.

Measures to Improve Coordination of Services
Present Law

There are a large number of categorical programs serving
families and children. However, little systematic effort has
been made to coordinate them at the Federal, State, or local
level.

Proposed Change

The proposal provides governors with an incentive to develop
programs to improve the coordination of child and family services
at the State and local levels of government. As an incentive,
beginning October 1, 1992, the Secretary will be required to




permit up to 15 States to use Federal title IV-E foster care
administrative (entitlement) matching funds (not to exceed $3
million per year for any one State) to conduct pilot projects to
improve the coordination of assistance for families and children.
Applications for approval of projects must be submitted by the
Governor.

Projects may last up to three years. They must provide for
improved coordination of the child welfare, foster care, and
adoption assistance programs with several or all of the following
programs designed to assist families and children: programs under
the Social Security Act (Aid to Families with Dependent Children,
Child support Enforcement, JOBS, Medicaid, and Maternal and Child
Health), WIC, education programs, mental health programs,
juvenile justice programs, substance abuse programs, programs for
the developmentally disabled, and other programs determined by
the State and approved by the Secretary.

Any State approved by the Secretary to operate such a
demonstration project will be required to conduct an evaluation
and report the results of the evaluation to the Secretary.
States may use regular IV-E administrative/placement matching
funds for evaluation.

States receiving grants will be required to identify both
Federal and State legislative and non-legislative policies
(including administrative structures) that impede or inhibit
coordination of the delivery of services to families and
children. States must provide the Secretary with information on
the steps they have taken or intend to take to eliminate or
reduce problems in coordination that result from State or local
statutes and policies. They must also provide the Secretary with
information on barriers they have identified in Federal
legislation and policy that limit States' ability to coordinate
services for families and children.

The Secretaries of HHS, Agriculture, and Education, and the
Attorney General, will be required to review Departmental
policies to determine what changes in regulations and procedures
can be made without legislative changes to improve coordination
of services for children and families at the Federal, State, and
local levels. In undertaking this review, they must consult with
representatives of State and local governments.

A report including recommendations for making both
legislative and nonlegislative changes to improve coordination
must be submitted to the Congress by July 1, 1993, and must
include a description of any technical assistance that the
Departments will provide to the States to assist them in program
coordination.
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Measure to Facilitate Adoption
Present Law

Under present law, there must be a review of the status of
each foster care child at least every six months by a court or by
an administrative panel to determine the necessity for and
appropriateness of the child's placement in foster care, as well
as the extent of progress that has been made toward alleviating
or mitigating the causes necessitating placement in foster care,
and to project a likely date by which the child may be returned
to the home or placed for adoption or legal guardianship.

Proposed Change

Present law is amended to require, in the case of a child
who is legally free for adoption, that the court or
administrative body conducting the case review must determine and
document for the child the specific steps being taken by the
State agency to find an adoptive family for the child, or must
make a finding that adoption placement would be inappropriate for
the child. This provision is effective January 1, 1994.

Federal Matching for Certain Adopted Children
Present Law

Title IV-E provides Federal matching for foster care
maintenance payments made on behalf of an AFDC-eligible child.
If the foster child is subsequently adopted by a family that is
not an AFDC family, and that adoption is-‘disrupted, the child is
no longer considered to be an AFDC-eligible child. Therefore,
when the child returns to foster care, it is no longer eligible
for Federally-matched foster care payments, and is also not
eligible for adoption assistance payments if it is placed for
adoption with a second family.

Proposed Change

Beginning October 1, 1992, States will be allowed to claim
title IV-E matching in the case of a child who has previously
been determined to be eligible for adoption assistance payments
under title IV-E, but who has returned to foster care because the
adoption has been set aside by the court. The child would be
eligible for foster care maintenance payments, as well as for
adoption assistance to facilitate adoption by a second family.




Tax Deduction for Costs of Adopting a Special Needs child
Present Law

Taxpayers are not allowed to deduct expenses related to
adopting a child in determining their Federal income tax
liability.

Proposed Change

Taxpayers may deduct certain allowable expenses (up to a
maximum of $3000) of adopting a special needs child. Allowable
expenses include reasonable and necessary adoption fees, court
costs, attorneys fees, and other expenses directly related to the
legal adoption of the child which are eligible for reimbursement
under the Title IV-E adoption assistance program. A special
needs child is a child with respect to whom the State has
determined that there exists a specific factor or condition (such
as ethnic background, age, or membership in a minority or sibling
group, or medical condition or physical, mental, or emotional
handicap) that makes it difficult to find an adoptlve home for
the child.

The provision is effective for adoptions occurring after
December 31, 1992.

Study of '""Reasonable Efforts"
Present Law

In order for a State to be eligible for title IV-E funding,
the State plan must spec;fy that, in each case, reasonable
efforts will be made prior to the placement of a child in foster
care to prevent the need for foster care and make it possible for
the child to return home (sec. 471(a) (15)). The statute also
provides that for each child entering foster care after October
1, 1983, a judicial determination must be made that there were
reasonable efforts to prevent placement in foster care (sec.
472(a) (1)).

Proposed Change

Not more than 90 days following enactment, the Secretary of
HHS must establish an Advisory Committee to study the
implementation of the current law requirement that reasonable
efforts must be made to prevent the need for removal of a child
from the child's home, and to make it possible for the child to
return home. The Advisory Committee must submit a report to the
Secretary, the Congress, and the President with recommendations
for improving the implementation of this requirement by January
1, 1994.
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The Advisory Committee shall consist of no fewer than 9
members and shall include representatlves of: private, nonprofit
organizations with an interest in child welfare (including
organizations that provide child protectlve, foster care, or
adoption services); hospitals with a 51gn1f1cant number of
boarder babies; State and local public agencies wlth , ;
responsibility for child protective, foster care, or adoption’
services; and State and local judicial bodies with jurisdiction
over family law.

Require Placement in Least Restrictive,
Most Appropriate Setting

Present Law

Current law (sec. 475(5) (A)) requires that each State's
child welfare and foster care programs must provide for a case
plan for each foster care child that is designed to achieve
placement in "the least restrictive (most family like), setting
available and in close proximity to the parents' home, consistent
with the best interests and special needs of the child."

Proposed Change

The current law requirement specifying that each child must
have a case plan designed to achieve placement in "the least
restrictive (most family like), setting available and in close
proximity to the parents' home, consistent with the best
interests and special’needs of the child" will be modified to
require placement in "the least restrictive (most family like)
and most appropriate, setting available .and in close proximity to
the parents' home, consistent with the best interests and special
needs of the child". The provision is effective January 1, 1993.

Demonstration Projects to Pacilitate Return
Home for an AFDC Child

‘Present Law

Under present law, if a child is removed from an AFDC home
and placed in foster care, the family is not eligible for an AFDC
payment on behalf of the child until the month that the child
returns home. If the child is the only dependent child in the
family, the family will not be eligible for any AFDC payment
until the month that the child returns home.

Proposed Change

The Secretary of HHS shall enter into an agreement with up
to 6 States to conduct demonstration projects to test and
evaluate whether family reunification can be facilitated by
allowing a family to receive AFDC for the month prior to the
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month in which a child returns home from foster care (in an
amount which the family would be eligible to receive if the child
were living in the home). For that month, States may also
provide for a payment to meet special needs, such as a bed or
other furniture or equipment that the child may need.
Demonstration projects may last up to 3 years. No project may be
conducted after January 1, 1997.

Enhanced Federal Funding for Data Collection 8ystems
Present Law

There is no provision for enhanced Federal matching to
encourage States to develop and install statewide data collection
and information retrieval systems to administer the title IV-B
and title IV-E programs, or for implementing a provision included
in the 1986 Budget Reconciliation Act requiring States to
establish Statewide information systems.

The 1986 legislation included an amendment mandating certain
studies and reports to Congress related to the feasibility of
establishing a system for the collection of certain foster care
and adoption data. The amendment, which added a new section 479
to the Social Security Act, required the Secretary of HHS to
establish an Advisory Committee on Adoption and Foster Care

Information.

On October 1, 1987, the Advisory Committee submitted to the
Congress the results of a study which identified the types of
data necessary to assess on a continuing basis the incidence,
characteristics and status of adoption and foster care. On May
26, 1989, the Secretary of HHS submitted to Congress a report,
due on July 1, 1988, proposing a method of establishing,
administering and financing a system for the collection of data
relating to adoption and foster care in the United States.
However, HHS has not yet promulgated regulations providing for
the implementation of the information system. The law requires
final implementation of the system no later than October 1, 1991.

Proposed Change

Effective January 1, 1993, States may claim 90 percent
Federal matching funds for costs of planning, designing,
developing, or installing a statewide data collection and
information retrieval system (including the full cost of the
hardware components of such system) that is approved by the
Secretary for purposes of administering the title IV-B child
welfare and title IV-E foster care and adoption assistance
programs, and that meets the requirements of section 479.

To be eligible for Federal matching funds, a system must be
determined by the Secretary as likely to provide more efficient,
economical, and effective administration of the title IV-E and




title IV-B programs.

Matching will be available until September 30, 1995, by
which time a system meeting the requirements of section 479 must
be in place. Systems must be capable of interfacing with the -
State's AFDC system to verify AFDC eligibility of a foster care
child. Title IV-E Federal administrative matching funds may be
used to pay for operating costs with respect to IV-E eligible
children. Title IV-B funds may also be used to pay for operating
costs (although they may not be used to draw down IV-E matching
funds).

Extend and Improve the Independent Living Program
Present Law

In 1985 the Committee on Finance approved the establishment
of the Independent Living Program to help youths make the
transition from foster care to independent living. The amendment
was included in the Budget Reconciliation Act of 1985. As
amended, it allows States to provide services to all youths age
16 who are in foster care, including those who are not receiving
title IV-E maintenance payments. States may also provide
services to youths up to age 21 whose foster care payments ceased
after they attained age 16.

Independent living program services may include those that
enable participants to seek a high school diploma or take part in
vocational training; provide training in daily living skills,
budgeting, locating housing and career planning; provide for
counseling; coordinate services; establish outreach programs; and
provide an independent living plan in the youth's case plan.

The statute authorizes $50 million dollars in entitlement
funding for fiscal year 1990 (increased from $45 million in prior
years); $60 million in 1991; and $70 million in 1992. For fiscal
years 1991 and 1992, States are required to provide 50 percent
Federal matching for amounts above $45 million. The program is
not authorized beyond fiscal year 1992.

Proposed Change

The Independent Living Program, designed to assist foster
care youths in making the transition from foster care to
independent living, will be modified to:

(1) extend the program permanently; and

(2) allow youths in independent living programs to
accumulate assets sufficient to enable them to establish their
own households (as determined by the State agency) without losing
eligibility for maintenance payments or Medicaid.
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These provisions are effective October 1, 1992.

Improvements in Child Welfare Training
Present Law

Title IV-B of the Social Security Act (section 426(a) (C))
authorizes such sums as may be necessary to enable the Secretary
of Health and Human Services to make grants to public or private
nonprofit institutions of higher education for training personnel
for work in the field of child welfare.

Proposed Change

The current child welfare statute authorizing Federal
funding for child welfare training is amended to ensure that
students who receive training under this provision actually work
in the child welfare system, and to make students and
institutions more accountable for the use of funds by reinforcing
the link between child welfare study and actual practice in the
child welfare field. The amendment would:

(1) require students receiving stipends to: participate in a
related field placement on a regular basis, and to commit to and
complete full-time post-graduation employment in a public or
private non-profit child welfare agency (one year for each year
of support received):;

(2) require institutions receiving funds to: provide
appropriate student supervision and support, including formal
agreements with local child welfare agencies for the onsite
training of recipients; develop and implément curricula which
reflect current knowledge about best practices in delivering
child welfare services, and consult with child welfare agencies
in developing such curricula; and implement a system to track
(for a period of three years) students who receive training in
family and child welfare services to determine the percentage of
trainees who secure and retain employment in the child welfare
field; and

(3) allow those already working in the child welfare system
(including either a public or private non-profit agency) to be
eligible for stipends in order to complete degree requirements.

These provisions are effective for grants awarded after
January 1, 1993.

In addition, the Secretary of HHS is required, not later
than April 1, 1993, to publish final regqulations establishing
guidelines to assist States in using Federal matching funds that
are authorized under current law for the purpose of providing
training for individuals who are employed or preparing for
employment by State and local child welfare agencies.



The Secretary is also required to develop and publish a
model staff recruitment, training, and staff retention program
for use by such agencies, by April 1, 1993.

The present law authority to match State expenditures for
training of foster and adoptive parents and for training staff of
approved child care institutions providing care to foster and
adopted children, which will expire at the end of fiscal year
1992, is extended for three years.

Health Care Plans for Foster Children
Present Law

The State agency is required to have a case plan for each
foster child in its care. The case plan must include, to the
extent available and accessible, the health and education records
of the child, including the names and addresses of the child's
health and educational providers; the child's school record; a
record of the child's immunizations; the child's known medical
problems; and other relevant health and education information
concerning the child.

Proposed Change

Each child's case plan must also include a record indicating
that the child's foster care provider was advised (where
appropriate) of the child's eligibility for early and periodic
screening, diagnostic, and treatment services under title XIX
(Medicaid). The provision applies to case plans established or
reviewed on or after January 1, 1993.

Participation by Citizen Review Volunteers
Present Law

The statute requires the review of the status of each child
in foster care no less frequently than every six months by either
a court or by administrative review to determine the continuing
necessity for and appropriateness of the placement, the extent of
compliance with the case plan, and the extent of progress which
has been made toward alleviating or mitigating the causes
necessitating placement in foster care, and to project a likely
date by which the child may be returned to the home or placed for
adoption or legal guardianship.

In addition, each child in foster care must have a
dispositional hearing held in a court of competent jurisdiction
or by an administrative body appointed or approved by the court
within 18 months ‘after the original placement, and periodically
thereafter, to determine the future status of the child.
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Currently, 22 States use citizen volunteers to review foster
care cases and to make recommendations at administrative reviews
and court hearings. There is no specific statutory language
authorizing citizen participation in these processes.

Proposed Change

The statute is amended to specify that, to the extent
determined appropriate by the State, case reviews shall include
the participation by citizen volunteers in making recommendations
at either the court or administrative reviews and dispositional
hearings described above.

Demonstration Projects
Present Law

There is no specific statutory authority for demonstration
projects under the child welfare, foster care and adoption
assistance programs.

Proposed Change

The Secretary of Health and Human Services is authorized to
approve up to 10 demonstration projects under which States will
be given more flexible spending authority and will not be
required to meet certain requirements of the child welfare and
foster care programs.

Demonstrations may include:
(1) projects to prevent family diséélution:

(2) projects to promote reunification of a foster child with
the child's own family;

(3) projects to expedite permanent placement of children who
are in foster care, are boarder babies, were abandoned at or
shortly after birth, have parents addicted to drugs, or were
abused;

(4) projects to train individuals who live in a community to
provide family support services to other families in the
community with children at risk of being placed in foster care,
using services which are based on a self-help model;

(5) Projects that provide "adult mentoring" services from
adult volunteers to at-risk children or young adults who are in
need of additional, on-going contact with adult role models; or

(6) projects to test an innovative approach to other
significant child welfare services issues.



Projects may be statewide or may be operated in part of a
State. The Secretary must approve at least 2 and not more than ¢4
applications by States with populations of less than 1.5 million:
at least 3 and not more than 5 by States with populatlons between
1.5 and 7 million, and at least 2 and not more than 4 by States
with populations over 7 million. The Secretary must approve no
more than 4 applications for any one geographical region of the
country.

States that apply for demonstration grants must commit to
carrying out the project for not less than two and not more than
five consecutive fiscal years.

States that are approved to conduct Statewide demonstration
projects will receive a grant that reflects the sum of the amount
paid to the State for fiscal year 1992 for child welfare services
and foster care; the State's share of any increase in the
appropriation for the child welfare program over the level for
1992; and 20 percent of the amount that would have been payable
to the State for the immediately preceding fiscal year under the
child welfare program if the State were not authorized to conduct
a demonstration project. (For projects that are not Statewide,
these amounts will be adjusted to reflect the portion of the
State's foster care caseload that is within the area being served
by the demonstration.)

All demonstrations must be evaluated by an entity or
entities selected by the Secretary. The cost of evaluations
(over and above ordinary State reportlng costs) will be paid by
the Secretary.

In addition, the State of New York would be allowed to
conduct a deficit-neutral demonstration project aimed at
facilitating the discharge of children from foster care,
including the appropriate reunification of children with their
families, or the adoption of children by suitable adoptive
parents. In order for the demonstration to be approved, the
State must agree to conduct an evaluation approved by the
Secretary.

Quality Reviews
Present lLaw

Section 427 of the Social Security Act sets forth specified
child protections that must be in place in order for a State to
receive its allotment of appropriated title IV-B (child welfare)
funds in excess of $141 million. These "incentive funds" have
grown in importance, rising from just 10 percent ($15.3 million)
of the total amount appropriated for title IV-B in 1982, to 49
percent ($132.9 million) of the appropriation for 1992.

In 1980, following the enactment of the Adoption Assistance
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and Child Welfare Act of 1980, the Department of Health and Human
Services identified a total of 18 child protections required by
section 427. In what came to be known as "427 reviews," the
caseload of each State receiving incentive funds is examined to
determine compliance with these child protections. States are
not required to initiate this review process, but nearly all
states have elected to do so.

Three separate case record surveys are conducted in each
State (an initial, subsequent, and triennial review) by a team
composed of Federal, regional, and State personnel. Each of
these reviews demands a higher level of compliance, and a State
must have successfully passed the preceding review before
proceeding to the next one.

If a State is found out of compliance, the Department issues
a disallowance against the State's allotment of incentive funds
for the coming fiscal year. States may appeal the disallowance
to the Departmental Appeals Board, but the Department routinely
withholds from a State the amount of the disallowance until the
appeals process is completed.

The "427 review" process has been criticized on various
grounds, and the Congress several times has acted to restrict HHS
from disallowing Federal funds because a State failed a review.

In addition to the "427 reviews," the Department reviews
expenditures made under the tile IV-E foster care and adoption
assistance programs. Section 471(a)(13) requires States to
arrange for periodic and independent audits of their activities
under titles IV-B and IV-E at least every three years. Section
471(b) allows the Secretary to withhold .or reduce payments to
States upon a finding that a State plan no longer complies with
State plan requirements, or, in the State's administration of the
plan, there is substantial failure to comply with its provisions.

In practice, the Secretary may disallow expenditures for
Federal reimbursement under title IV~E as a result of several
réview procedures. These include audits conducted pursuant to
section 471(a)(13); audits conducted by the HHS Inspector
General; regional office reviews of quarterly expenditure reports
submitted by States as part of the claims reimbursement process;
or Federal financial reviews. States may appeal disallowances to
the Departmental Appeals Board.

Proposed Change

The Secretary of Health and Human Services is required to
submit to the Committee on Finance and the Committee on Ways and
Means recommendations for legislation to establish a system for
(1) the review of each State child welfare program, and (2) the
provision of technical assistance to State programs. The term
"child welfare program" is defined to mean all activities engaged
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in by the State under parts IV-B and IV-E of the Social Security
Act.

Recommendations must include provisions requlrlng each State
child welfare program to be reviewed pericdically to determine
whether and the degree to which the program complies with State
plan requirements, and the extent to which the amounts claimed to
have been expended by the State for foster care maintenance
payments and adoption assistance are eligible for Federal
reimbursement. 1In addition, recommendations must specify the
criteria that are to be used to assess whether the State's
program has complied with Federal requirements, and the degree of
such compliance.

In developing the recommendations, the Secretary must
consult with representatives of State agencies administering
child welfare programs:; representatlves of private, nonprofit
organizations which have an interest in child welfare; and such
other individuals as the Secretary may determine. The
recommendations are due prior to May 1, 1993.

The provision of the Omnibus Budget Reconciliation Act of
1989 that prohibits the Secretary from collecting any funds from
States as a result of a disallowance made in connection with a
section 427 triennial review for any year prior to 1991 would be
amended to extend the prohibition to apply to any fiscal year
prlor to 1993. 1In addition, the prohibition would apply to all
reviews, not just triennial reviews.

The Department of HHS would be required to pay claims as
submitted by a State within 90 days of receipt unless a deferral
or disallowance has been issued within that time period.

Commission on Childhood Disabiiity
Present Law

The Social Securlty definition of disability that is
applicable to adults in both the Title II Disability Insurance
and Title XVI Supplemental Securlty Income programs requires that
an individual be unable to engage in any substantial gainful
act1v1ty by reason of any medically determinable physical or
mental impairment which can be expected to last at least 12
months or result in death. To be found disabled, an adult must
have impairments that either meet or equal publlshed listings of
severely disabling conditions, or be found because of a
combination of medical and vocational factors (age, education,
work experience) to be unable to engage in any kind of
substantial work.

The SSI program which provides for benefits to disabled
children under age 18, modifies this definition by providing that
a child is disabled if he or she suffers from any medically
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determinable physical or mental impairment "of comparable
severity" to adult disabling impairments. Prior to the Supreme
Court decision in the Zebley case, SSA published childhood
medical listings of impairments that children had to meet or
equal to be found disabled. Zebley required that SSA revise its
regulations to provide for the childhood equivalent of vocational
factors used in the determination of adult disabilities. SSA
published regulations in February, 1991 that requlre the
assessment of children's abilities to engage in age appropriate
activities. This assessment is required to determine if children
are disabled in circumstances where their impairments are severe
but do not meet or equal the medical listings.

Proposed Change

The Secretary of Health and Human Services would be required
to establish a 15 member Commission on the Evaluation of
Disability in Children within 90 days of enactment. The
Commission would be charged, in consultation with the National
Academy of Sciences, with conducting a study of the definition of
disability as it applies to children.

The Commission would be composed of recognized experts in
fields of medicine dealing with children, psychology, education
and rehabilitation, law, disability program administration, and
other fields of expertise as determined by the Secretary. It
would be required to report its findings and recommendations,
including any recommendations for legislative or administrative
change, to the Committee on Finance and the Committee on Ways and
Means by September 1, 1994.

2. Substance Abuse Prevention and Treatment Programs
Present Law

Neither title IV-B (Child Welfare Services program) nor
title XIX (Medicaid) currently provides for the establishment of
comprehensive substance abuse prevention and treatment programs
for pregnant women and parents with children.

Proposed Change

Title IV-B is amended to authorize $75 million for fiscal
years 1993 and 1994, $100 million for fiscal years 1995 and 1996,
and $125 million for fiscal year 1997 in entitlement matching
funds to pay for non-medical substance abuse treatment support
services for pregnant women and caretaker parents with children.
Support services include home visitation services, nutrition
services, child care, and parenting education; substance abuse
preventlon, treatment, and followup services; and any other
services determined by the State to be necessary and appropriate
to support the participation of an individual in the program.
Funds may also be used for the costs of developing and




administering a program.

Funds are allocated to States under the same formula that is
used for other title IV-B services (which reflects per capita
income and child population). Federal matchlng is at the
Medicaid matching rate. The Governor is given the authority to
determine which agency in the State will administer the programs.

Medicaid-eligible pregnant women and caretaker parents and
their children will be eligible for both existing medical
services (funded through the Medicaid program) and substance
abuse treatment support services (funded through the new title
IV-B program). The State may also use these new funds to pay for
support services to other low income pregnant women and caretaker
parents and their children, regardless of their eligibility for
Medicaid. States are required to give priority for participation
in these programs to individuals who are referred to them by the
State child welfare agency.

In order to be eligible for funds, the Governor must provide
the Secretary of HHS with assurances that services provided with
these funds will be coordinated with services provided under the
Medicaid and Maternal and Child Health programs, and must report
annually on the status of the programs funded under this title.
States must also maintain their current level of spending for
substance abuse treatment support services.

To be eligible for Federal funding, a program must make
available (either directly or through arrangements with others)
substance abuse prevention, treatment, and follow-up services:
prenatal, gynecological, and pediatric medical services; home
visitation; nutrition services:; transportation services; child
care; parenting education; and such other social and medical
services as are determined to be necessary by the State and are
allowed under regulations of the Secretary. Services may be
provided in either residential or non-residential facilities.

The creation of comprehensive substance abuse programs will
be optional with the States. Programs may be established in
those areas that the State determines have particular need for
such programs.

B. PROVISIONS RELATING TO AFDC
AFDC Assets Test

Present Law

Under prov151ons of the Omnibus Budget Reconciliat:on Act of
1981, a family is ineligible for aid if its resources (reduced by
any obligations or debts with respect to such resources) exceed
$1,000 or such lower amount as the State may determine. This
limit does not include a home owned and occupied by the family,
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or the ownership interest in an automobile (up to such limit as
the Secretary prescribes in regulations).

Proposed Change

With respect to AFDC recipients, States may, at their
option, disregard amounts (not to exceed $8,000) placed in a
designated account (including an individual retirement account)
or other mechanism approved by the State agency for the purpose
of enabling a member of the family to attend a post-secondary
education institution or training program. At their option,
States may also disregard amounts set aside to enhance
employability by other means (such as purchase of an automobile
necessary for work), or to purchase a home.

Amounts withdrawn from these accounts for use for approved
purposes must be disregarded as income.

Amounts withdrawn and used for any other purpose must be
counted as unearned income.

The provision is effective beginning October 1, 1993. The
Secretary of HHS is required to conduct a study of the use made
of the provision. Any recommendations the Secretary may have
with respect to modifications of the provision must be submitted
to the Committee on Finance and the Committee on Ways and Means
prior to January 1, 1997. No new accounts may be approved after
September 30, 1997.

Disregard of Income and Resources Related to Self-Employment
Present Law

There is no provision in the AFDC statute that allows a
State to disregard income and resources related to ownership and
operation of commercial enterprises.

Proposed Change

In determining a family's eligibility for AFDC, States may,
at their option, exclude as a resource the first $10,000 of the
net worth (assets reduced by liabilities with respect thereto) of
all microenterprises owned in whole or in part by a member of the
family.

In addition, they may consider as earned income to the
family only the net profits of such microenterprises. The term
"net profits" is defined to mean the gross receipts of the
business, minus amounts paid as principal or interest on a loan
to the microenterprise, transportation expenses, inventory costs,
amounts expended to purchase capital equipment, cash retained by
the microenterprise for future use by the business, taxes paid by
reason of the business, any premiums paid for insurance against
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loss and the losses incurred by the business that are not
reimbursed by the insurer by reason of a deductible, and the
reasonable costs of obtaining one motor vehicle necessary for the
conduct of the business.

These special rules for counting income and resources may
apply with respect to any microenterprise for a period not to
exceed two years.

The term "microenterprise" is defined to mean a commercial
enterprise which has five or fewer employees, one or more of whom
owns the enterprise.

States that choose this option must ensure that caseworkers
are able to properly advise rec1p1ents of aid of the option of
forming a microenterprise, and will encourage individuals who are
interested to participate in a program designed to assist them in
such an effort. ' ‘

Delay in AFDC-UP Mandate for Outlying Jurisdictions
Present Law

The Family Support Act of 1988 required all States to
implement the AFDC Unemployed Parent (AFDC-UP) program by October
1, 1990. The requirement for Puerto Rico, Guam, and the Virgin
Islands takes effect on October 1, 1992.

Proposed Change

The requirement for implementation.of the Unemployed Parent
program is delayed until such time as the limitations on Federal
matching payments to these jurisdictions for purposes of making
AFDC maintenance payments are repealed (section 1108(a) of the
Social Security Act).

8tate Option to Use Retrospective Budgeting
Without Monthly Reporting

Present Law

In determining AFDC benefits for recipients, States have the
option of using retrospective budgeting under which benefits are
based on the family's income and circumstances in a prior month,
rather than the current month. However, they may use
retrospective budgeting only in cases where families are required
to report monthly on their income, resources, and other relevant
factors.

Proposed Change

Beginning with fiscal year 1993, States would be allowed to
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determine AFDC benefits using retrospective budgeting without
regard to whether the family is required to make monthly reports.

C. JOB OPPORTUNITIES AND BASIC SKILLS TRAINING (JOBS8) PROGRAM

Temporary Increase in Federal Matching Rate
Present Law

The Family Support Act of 1988 provided for replacement of
the Work Incentive (WIN) program with a new Job Opportunities and
Basic Skills Training (JOBS) program. The legislation provides
Federal matching funds to the States through a capped entitlement
mechanism aimed at assuring each State its share of Federal
entitlement dollars. The amount of the entitlement is $600
million in 1989, $800 million in 1990, $1 billion in 1991, 1992,
and 1993, $1.1 billion in 1994, and $1.3 billion in 1995.

The Federal match for the JOBS program is 90 percent for
expenditures up to the amount allotted to the State for the WIN
program in fiscal year 1987. For additional amounts, the Federal
match is at the Medicaid matching rate, with a minimum Federal
match of 60 percent for non-administrative costs and for
personnel costs for full-time staff working on the JOBS program.
The match for other administrative costs is 50 percent. State
matching for amounts above the 1987 WIN allocation must be in
cash. States receive an amount equal to their WIN allotment for
fiscal year 1987 ($126 million for all States). Additional funds
are allocated on the basis of each State's relative number of
adult recipients. i

Proposed Change

The Federal matching rates on Federal funding above the WIN
allocation are increased by 15 percent points in fiscal year
1993, 10 percentage points in 1994, and 5 percentage points in
1995. In addition, the cap on funding for fiscal years 1993 and
1994 is increased by $100 million (to $1.1 billion in 1993 and
$1.2 billion in 1994). A maintenance of effort provision would
require States to maintain spending at their prior year levels.

Provision Affecting Indian Tribes
Present Law

The Family Support Act of 1988 provides Federal funding for
JOBS programs administered by Indian tribes whose applications
for funding have been approved by the Secretary of HHS. The
formula for funding each program is based on the number of adult
members of the Indian tribe that receive AFDC. This formula
excludes those Indians who live on the Indian reservation but



belong to another tribe.
Proposed Change

All Indians who live on the reservation, regardless of
whether they are members of the tribe, will be counted in
determining the tribe's allocation of funds.

Modification of Work Supplementation Program
Present lLaw

Title IV-F of the Social Security Act provides for two kinds
of work programs for AFDC recipients. Under the work
supplementation program, a State may reserve the sums that would
otherwise be payable to participants in AFDC and use such sums
instead for the purpose of providing and subsidizing jobs as an
alternative to the AFDC grant. Jobs may be provided to an AFDC
recipient either by the AFDC agency or by any other employer. 1In
practice, States have generally used the work supplementation
program to subsidize wages of recipients who take jobs with
private employers.

Under the Community Work Experience program (CWEP), a State
may require an individual to work in a public job in exchange for
the welfare grant, with the maximum number of hours that an
individual may be required to work limited to the amount of AFDC
payable with respect to the individual's family divided by the
greater of the Federal minimum wage or the applicable State
minimum wage.

Under both programs, recipients maywnot be assigned to any
established unfilled position vacancy.

Proposed Change

~ Under the work supplementation program, the prohibition
against assigning an individual to an unfilled position vacancy
is repealed. Assignments to work supplementation positions must
be in the private sector.

D. COMMUNITY WORKS PROGRESS DEMONSTRATIONS

A Community Works Progress demonstration program is
established under title XI of the Social Security Act. The
Secretary of HHS, in consultation with the Secretary of Labor,
will administer the program. The Secretary must award grants to
3 urban projects and 2 projects that are Statewide. ‘
Demonstrations may last up to 4 years. Entities that will be
eligible to apply for grants include both public and private
nonprofit organizations.
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Approvable projects will include those projects that the
Secretary determines will serve a useful public purpose in fields
such as health, social service, environmental protection,
education, urban and rural development and redevelopment,
welfare, recreation, public facilities, public safety, and child

care.

For each of fiscal years 1994, 1995, 1996, and 1997, each
entity that has an application for a grant approved by the
Secretary shall be entitled to payments in an amount equal to its
expenditures to carry out the demonstration. The amounts
authorized shall be $100 million in each of fiscal years 1994,
1995, 1996, and 1997. No more than 25% of funds may be used for
capital costs. '

In awarding grants, the Secretary shall consider the
following factors: unemployment rate; proportion of population
receiving public assistance; per capita income; degree of
involvement and commitment demonstrated by public officials:; the
likelihood that the project will be successful; the contribution
that the project is likely to make toward improving the life of
residents in the community; geographic distribution; urban-rural
distribution; and such other criteria as the Secretary may
establish.

Those eligible to participate in projects will include
individuals who are receiving AFDC or are at risk of dependency
on AFDC; individuals receiving or eligible to receive
unemployment compensation; and non-custodial parents of children
who are receiving AFDC. :

State agencies may refer AFDC recipients who are in the JOBS
program to participate in projects under the same rules as apply
to the community work experience program (CWEP).

Participants will generally receive (as applicable) an
amount equal to: the AFDC grant plus 10%; the unemployment
benefit plus 10%; the Federal minimum wage or the applicable
State minimum wage, whichever is greater. ©No individual may
participate for more than 32 hours a week.

The Secretary may approve projects that elect to pay wages
above the minimum wage for jobs that are designated as requiring
special skills or experience. The number of jobs designated as
eligible for these additional wages may not exceed 30 percent of
all jobs in the project.

Individuals participating in projects will be eligible for
assistance to meet necessary costs of transportation and child
care, as well as necessary costs of uniforms or other work
materials. ' ‘

Approved demonstrations must ensure that projects will not
result in displacement of currently employed workers. There must




also be assurances that there will be consultation with any local
labor organization representing employees in the area who are
engaged in the same or similar work as that proposed to be
carried out by the project.

In approving grants, the Secretary must assure that there
will be rigorous evaluation of the projects. Up to 3 percent of
the amount granted to each entity may be used for this purpose.
Interim reports toc the Finance and Ways and Means Committees are
due annually, with a final report due four years after the first
grant is awarded.. ,

The Secretary must publish the grant application notice no
later than January 1, 1993.

E. SOCIAL SECURITY (OASDI)

. Use of Social S8ecurity Numbers by sState and Local
Court Systems for Jury S8election Purposes

Present Law

The Privacy Act of 1974 prohibits States from requiring
individuals to provide social security numbers for identification
purposes unless the State was doing so prior to January 1, 1975,
or unless the State is specifically permitted to do so under
Federal law (e.g., for tax administration, drivers license and
motor vehicle registration).

Proposed Change

Courts typically use computerized jury source lists within
their jurisdiction to select jurors. The proposal would allow
them to use the social security numbers of prospective jurors to
eliminate duplicate names and the names of convicted felons from
the jury source lists.

Repeal of the Facility of Payment Provision
Present Law

The maximum family benefit (MFB) is a limit on the total
amount of social security benefits that can be paid to a worker
and his or her dependents. As a general rule, if there is cause
to reduce the benefit of one dependent member of a family that is
subject to the MFB because of excess earnings or some other
factor, the amount reduced is redistributed and paid to the other
dependent family members. However, if all the dependents are
living in the same household, the check of the individual
affected by the reduction is not actually reduced or withheld,
and no actual redistribution occurs. This procedure, known as
the facility of payment provision, was originally intended as an
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administrative simplification, but adds complexity and confusion
in today's computerized administrative environment.

Proposed Change

The facility of payment provision would be repealed so that
a family member's benefit could be reduced when appropriate and
benefits redistributed within the MFB to other family members.

Conform 8ocial Security Definition of Disability for Children
to the 8S8SI Definition for Children

Present Law

The basic definition of disability, inability to engage in
any substantial gainful activity by reason of a physical or
mental impairment, is the same under the Social Security
Disability Insurance program and the Supplemental Security Income
program. In the SSI program, however, the law further provides
that children under the age of 18 are considered disabled if they
suffer from an impairment of *"comparable severity" to one that
would prevent an adult from working. The Disability Insurance
program has no similar provision applicable to children, although
under the program there are certain limited circumstances in
which a child must establish disability prior to attaining age
18.

Proposed Change

The proposal would establish a "“comparable severity"
definition of disability for children under the Disability
Insurance program that is identical to the definition in the SSI
program.

Increased Penalties for Unauthorized Disclosure
of Social Security Information

Present Law

The Social Security Act contains provisions prohibiting the
unauthorized disclosure of personal and other information
obtained in administering the Act. The Act provides that any
person who violates these provisions and makes an unauthorized
disclosure can be found guilty of a misdemeanor and, upon
conviction, punished by a fine not exceeding $1,000 or by
imprisonment not exceeding one year, or both. Under the Act,
these penalty provisions are also applicable to anyone who
fraudulently attempts to obtain information as to the date of
birth, employment, wages, or benefits of another individual.




Proposed Change

The proposal would make unauthorized disclosure of
information and fraudulent attempts to obtain personal
information under the Social Security Act a felony. Each
occurrence of a violation would be punishable by a fine not
exceeding $10,000, imprisonment not exceeding 5 years, or both.

Provision Relating to Misuse of Social Security Symbols
Present Law

The misuse of words, letters, symbols and emblems of the
Social Security Administration (SSA) and the Health Care
Financing Administration (HCFA) is prohibited by law, in order to
prevent organizations from conducting mailings or solicitations
that might create the false impression among recipients that a
product was endorsed, approved or authorized by SSA or HCFA. The
Secretary of Health and Human Services is authorized to impose
civil monetary penalties for misuse, not to exceed $5,000 per
violation or, in the case of a broadcast or telecast, $25,000 per
violation. The total amount of penalties that may be imposed on
an individual or organization is limited to $100,000 a year.

Proposed Change

The proposal would strengthen the deterrent against mass
mailings that use deceptive practices by making each piece of
mail a violation, and by eliminating the $100,000 ceiling on
annual penalties. It would add the names, letters, symbols, or
emblems of the Supplemental Security Income (SSI) program,
Medicaid, and the Department of Health and Human Services (HHS)
as protected items. It would also add a more inclusive
prohibition against the use of the names or symbols that are
presented in a manner which "reasonably could be interpreted or
construed as conveying" a relationship to SSA, HCFA or HHS.

The Department of Justice would no longer have to issue a
formal declination of action before the Secretary could pursue a
civil monetary penalty. The Secretary of HHS would be required
to report annually to the Congress concerning deceptive practices
involving SSA and actions taken against violations.

F. SUPPLEMENTAL SECURITY INCOME

Prevention of Adverse Effects on 88I Eligibility when Spouse
or Parent is Absent Due to Military Service

Present Law

If the parent or spouse of family members who receive SSI
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payments resides in the household and then is required to be
absent from the household because of an active military duty
assignment, this absence can cause the family members to lose
benefits or eligibility for SSI. This is because absence from
the household causes more of the income of the absent member to
be attributed to those receiving SSI in the household. Also, if
the military duty assignment involves armed conflict, the service
member may receive hazardous duty pay. This additional income,
if sent back to the household, can also reduce the SSI payments
or cause ineligibility of family members.

Proposed Change

The proposal would ensure that service members' absence from
their households on active military duty and receipt of hazardous
duty pay would not result in a reduction in SSI benefit amounts
or a loss of SSI eligibility for their spouses or children at
home.

88I Eligibility for Children of Armed Forces Personnel in
Puerto Rico and U. 8. Territories

Present Law

SSI benefits are generally continued for children who are
U.S. citizens and who accompany their parents on U.S. military
assignments to foreign countries. Benefits do not continue if
the parents are stationed in Puerto Rlco or in the territories or
possessions of the United States.

Proposed Change..

The proposal would continue SSI benefits to children who are
U.S. citizens if they received SSI benefits in the United States
and then accompany their parents on U.S. military assignment to
Puerto Rico or territories or possessions of the United States.

Definition of Disability for Children under Age 18
Applied to All Individuals under Age 18

Present Law
The SSI law provides a definition of disability applicable
to children. The SSI program defines a child as someone who is
under age 18, except for individuals under age 18 who are married
or are heads of household.
Proposed Change

The proposal would extend the SSI childhood definition of
disability to any person under age 18.
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Valuation of Certain In-Kind Support and Maintenance
When There Is a Cost of Living Adjustment in 88I Benefits

Present Law

Under present law, a person who lives in the household of
another person and receives in-kind support and maintenance (ISM)
from the householder has his or her SSI benefit reduced by an
amount equal to one-third of the full Federal SSI benefit.
Regulations provide for a similar reduction when an individual
lives in his or her own household and receives in-kind support
and maintenance, or lives in another person's household and
receives food or shelter, but not both.

Under the two-month retrospective accounting system that
generally governs SSI benefit calculations, the values of the
deductions for receipt of ISM are determined using the Federal
SSI benefit level that was in effect two months prior to the
current month. As a result, when a cost of living adjustment
(COLA) increases the Federal benefit level and an individual's
benefit payment each January, the amount deducted because of ISM
from the individual's January and February benefits remains based
on the lower Federal benefit level for November and December. 1In
March, when retrospective accounting causes the deduction for ISM
to be recalculated and increased based on the higher January
Federal benefit standard, the individual's benefit is then
decreased. This is confusing for SSI recipients, whose benefits
are increased in January and February due to the COLA, then are
decreased beginning in March due to retrospective accounting for
ISM. ’

ProposeGVChang&j

The proposal would require the use of the Federal benefit
level for the current month in determining the value of ISM to be
used in calculating an individual's SSI payment for that month.
This would ensure that benefits beginning in January contain the
proper COLA increase and would eliminate the benefit reduction
for ISM that now occurs in March.

Elimination of obsolete Provisions Relating to Treatment
of the Earned Income Tax Credit

Present Law

Beginning in 1991, the Earned Income Tax Credit (EITC) was
excluded from the tests of income and resources under the SSI
program by the Omnibus Budget Reconciliation Act of 1990.
However, provisions of Title XVI of the Social Security Act,
which authorizes the SSI program, were not changed to conform.
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Proposed Change

The change would delete provisions of Title XVI that define
EITCs as earned income for SSI purposes, and that provide for
adjustment to SSI benefits for individuals who receive advance
payment of EITCs.

G. OTHER INCOME SECURITY PROVISIONS

Measurement and Reporting of Welfare Dependency
Present Law

Currently there is no mechanism to collect statistical data
that can be used to assess welfare dependency in the United
States.

Proposed Change

The Secretary of Health and Human Services is required to
develop indicators and rates related to the level of welfare
dependency in the United States, and predictors that are
correlated with welfare dependency. In addition, the Secretary
must assess the data needed to report annually on these
indicators, rates, and predictors, including the ability of
existing data collection efforts to provide such data, and any
additional data that needs to be collected.

Not later than two years after the date of enactment, the
Secretary must provide an interim report.  with conclusions
resulting from the development and assessment described above to
designated Committees of Congress.

An Advisory Board on Welfare Dependency will be created,
composed of 12 members with equal numbers appointed by the House
of Representatives, the Senate, and the President. The Board
will be composed of experts in the fields of welfare research and
statistical methodology, representatives of State and local
welfare agencies, and organizations concerned with welfare
issues. The Board will provide advice and recommendations to the
Secretary on the development of indicators, rates, and predictors
of welfare dependence, and the identification of data collection
needs and existing data collection efforts. It will also provide
advice on the development and presentation of the annual welfare
dependency report.

The Secretary will be required to prepare an annual report
on welfare dependency that attempts to identify indicators,
rates, and predictors of welfare dependency and trends in
dependency, and provide information and analysis on the causes of
dependency. The first report is due not later than 3 years after
the date of enactment.
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Extend National Commission on Children
Present Law

The National Commission on Children was established in 1987
as a bipartisan commission to develop recommendations for public
and private sector policies to improve opportunities for children
and youths to become healthy, secure, educated, economically
self-sufficient, and productive adults. 1Its final report,
"Beyond Rhetoric: A New American Agenda for Children and
Families," was issued on June 24, 1991. The Commission is still
in the process of developing information to inform the public
about the status of children and on proposals to address their
needs through public and private sector programs.

Proposed Change

The proposal would allow the Commission to complete its work
by extending the terms of the members to December 31, 1992, and
by providing Commission staff until March 31, 1993 to close down
the Commission's operations. It also eliminates a conflict in
provisions of OBRA 90 regarding an interim reporting date for the
Commission by specifying the correct date in 1990.

Require 8tudy of Program Coordination
Present Law -

Although the AFDC, food stamp, and medicaid programs all
serve low income families, the eligibility rules and procedures
for these programs vary significantly.

Proposed Change

The Secretary of HHS and the Secretary of Agriculture are
required to report jointly to the President and the Congress on
(1) program rules which govern the AFDC, food stamp, and medicaid
programs; (2) how the program rules differ; (3) which rules
require statutory action in order to achieve uniformity; and (4)
which rules could be made uniform without statutory change.

The rules to be included in the report must include all
rules related to administrative procedures, resources,
definitions of countable income, and definitions of income
disregards and exemptions. Income eligibility rules are not to
be included.
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Declaration of Citizen and Alien Status
Present Law

Section 1137(d) of the Social Security Act specifies that
States must require, as a condition of eligibility for the AFDC,
medicaid, unemployment compensation, and food stamp programs, a
declaration in writing by each adult individual (or, in the case
of a child, by another individual on the child's behalf), stating
whether the individual is a citizen or national of the U. S., and
if not, that the individual is in a satisfactory immigration
status.

Proposed Change

The statute would be amended to allow one adult member of a
family or household to sign a declaraticn on behalf of other
adults in the household. In addition, in the case of a newborn
child, an adult would be permitted to sign a declaration on
behalf of the child no later than the next redetermination of the
eligibility of the family or household.

Exclusion of Income Received
by Indians from Interests Individually Held
in Trust or Restricted Lands

Present Law

Under present law, up to $2,000 of annual income received by
an Indian from tribally-owned trust lands is exempted from
consideration under SSI, AFDC, and other Federal welfare
programs. This income is distributed on a per capita basis to
tribal members, but the land which produces the inccme is owned
by the tribe as a whole and managed by the Bureau of Indian
Affairs. The value of individually-owned trust or restricted
Indian lands is excluded from resources under the SSI and AFDC
programs, but income paid to the Indian owner from leases of
these lands is counted as income.

Proposed Change
In determining eligibility and benefit levels under the SSI
and AFDC programs, up to $4,000 per year of income paid to an
Indian would be exempted when that income is derived from leases
of individually-owned trust or restricted Indian lands.
Extension of Demonstration to Expand Job Opportunities

Present Law

The Family Support Act of 1988 established a demonstration




- lf/ -

project under which not less than 5 nor more than 10 nonprofit
organizations were authorized to conduct demonstration projects
to create employment opportunities for certain low-income
individuals. The amount authorized for these grants is $6.5
million for each of fiscal years 1990, 1991, and 1992.

Proposed Change

The demonstration project would be continued for 2
additional years. Prior to January 1, 1994, the Secretary must
issue a final report to the Congress, including an evaluation of
the projects and any recommendation the Secretary determines to
be appropriate.

Disclosure of Information to Railroad Retirement Board
Present Law

The Railroad Unemployment Repayment Tax requires railroad
employers to repay loans made from the Railroad Retirement
Account to the Railroad Unemployment Insurance Account. The
Railroad Retirement Board (RRB) does not have access to tax
return information filed under the Railroad Unemployment
Repayment Tax provision.

Proposed Change
The proposal would amend the Internal Revenue Code to allow

the RRB to obtain Railroad Unemployment Repayment Tax information
needed to assure and verify proper repayment of the loans.
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Income Security Technical Corrections
Redesignation of Certain SSI Provisions
Explanation of Provision

Two subparagraphs of the Social Security Act dealing with
SSI are erroneously designated. The change would correct the
erroneous designation.

Technical Corrections Related to OASDI in the
omnibus Budget Reconciliation Act of 1990

Explanation of Provision

The provision: (a) corrects two references to the
definition of disability for widows in the Social Security Act to
bring them into conformance with the provisions of the Omnibus
Budget Act of 1990 (OBRA 90); (b) redesignates provisions of the
Social Security Act related to representative payees to conform
with provisions of OBRA 90; (c) clarifies the provision of OBRA
90 that establishes streamlined procedures for approval of fees
for representatives of claimants for title II (social security)
and title XVI (SSI) benefits; (d) eliminates a technical error in
the language of the OBRA 90 provision eliminating advance tax
transfers to the social security trust funds.

Corrections Related to the Income Security and Human Resources
Provisions of the Omnibus Budget Reconciliation Act of 1990

Explanation of Provision

The provision makes several technical and conforming changes
related to provisions enacted under OBRA 90 affecting
designations of sections of law and appropriate cross references
under Title XVI of the Social Security Act, and deletes a clause
of Title XVI concerning representative payees that was
inadvertently retained when a comparable provision in Title II
was deleted by OBRA 90.
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III. SAVINGS INCENTIVES:
Individual Retirement Arrangeménts (IRAs)

Present Law

Under present law, certain individuals are allowed to
deduct contributions (up to the lesser of $2,000 or 100 N
percent of the individual's compensation or earned income) to
an individual retirement arrangement (IRA). The amounts held
in an IRA, including earnings on contributions, generally are
not included in taxable income until withdrawn.

The $2,000 deduction limit is phased out over certain
adjusted gross income (AGI) levels ($25,000 for individuals,
$40,000 for joint filers) if the individual or the
individual's spouse is an active participant in an
employer-sponsored retirement plan. An individual may make
nondeductible IRA contributions (up to the $2,000 or 100
percent of compensation limit) teo the extent the individual
is not permitted to make deductible IRA contributions.

Description gg Proposal
Deductible IRAs N |

The proposal would restore the deductibility of IRA
contributions for all. taxpayers under the rules in effect
prior to the Tax Reform Act of 1986, and would provide for
the indexing of the limits on contributions to IRAs, in
-ncrements of $500.

Special IRAs

In addition, the proposal would permit nondeductible
contributions to new special IRAs. Withdrawals from a
special IRA would not be includible in income if attributable
to contributions that had been held by the special IRA for at
least 5 years. The limits on contributions to deductible
IRAs and special IRAs would be coordinated. Furthermore, the
limit on contributions to deductible IRAs and special IRAs
would be coordinated with the limit on elective deferrals to
a qualified cash or deferred arrangement (sec. 401 (k) plan),
tax-sheltered annuity (sec. 403(b) annuity), simplified
employee pension (SEP), or a section 501(c)(18) plan. Thus,
for example, in no case could the sum of contributions
(deductible and nondeductible) to an IRA, contributions to a
special IRA, and elective contributions to a 401(k) plan
exceed the limit on elective deferrals ($8,728 in 1992),.

The proposal would permit transfers from deductible IRAs
Lo special IRAs without imposition of the l0-percent tax on
early withdrawals. The amount transferred to a special IRA
generally would be includible in income in the year
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withdrawn. However, in the case of a transfer before January
1, 1994, the transferred amount would be includible in income
ratably over a 4-taxable year period.

Penalty-free withdrawals from IRAs

The proposal would allow withdrawals from an IRA and
from amounts attributable to elective deferrals under (1) a
section 401(k) plan, (2) a tax-sheltered annuity (sec. 403(b)
annuity), or (3) a section 501(c)(18) plan without imposition
of the l0-percent additional income tax on early withdrawals
to the extent the amount withdrawn is used to pay qualified
acquisition, construction, or reconstruction costs with
respect to a principal residence of a first-time homebuyer
who is the taxpayer, the taxpayer's spouse, or the taxpayer's
child or grandchild. A first-time homebuyer would be defined
as any individual (and if married, such individual's spouse)
who had no present interest in a principal residence during
the 2-year period prior to the purchase of a home. In
addition, the proposal would provide that, in the case of
certain homebuyers whose family incomes do not exceed
$15,000, ownership of land subject to certain contracts for
deed does not violate the requirement regarding first-time
home ownership. A similar rule would apply to the definition
of first-time home purchase with respect to the first-time
homebuyer credit.

The waiver of the l0-percent additional tax on early
withdrawals would also apply to the extent distributions did
not exceed qualified higher education expenses. Qualified
higher educational expenses means tuition,.fees, books,
supplies, and equipment required for the enrollment of or
attendance of the taxpayer, the taxpayer's spouse, or the
taxpayer's child or grandchild at a college, university, or
post-secondary vocational school. The amount of qualified
higher educational expenses for any taxable year would be
reduced by any amount excludable from gross income under the
proposal in the Code pertaining to U.S. education savings
bonds.

The proposal would extend to IRAs the present-law
exception to the l0-percent additional income tax for
distributions from qualified retirement plans used to pay
deductible medical expenses. For purposes of the medical
expense exception (with regard o both IRAs and qualified
retirement plans), a child, grandchild, or ancestor of the
taxpayer would be treated as a dependent of the taxpayer in
determining whether medical expenses are deductible.

The proposal would also permit penalty-free withdrawals
for the long-term unemployed.




- /5

Finally, the proposal would provide that the present-law
rule permitting penalty-free IRA withdrawals after an
individual reaches 59-1/2 would not apply in the case of
amounts attributable to contributions made during the
previous 5 years. Thus, IRA contributions generally would
have to remain in the account for at least 5 years to avoid
withdrawal penalties. This restriction would only apply to
contributions (and earning allocated thereto) that are made
after December 31, 1992. Moreover, for purposes of applying
the rule, distributions would be treated as having been made
first from the earliest contributions (and earnings)
remaining in the account, and then from other contributions
in the order in which made.

Effective Date

The proposal generally would apply to taxable years
beginning after December 31, 1993, However, the rule
permitting penalty-free withdrawals in certain cases would be
effective for taxable years beginning after December 31,
1992. In addition, the rule permitting transfers from
deductible IRAs to special IRAs would be effective for
taxable years beginning after December 31, 1992. Thus,
special IRAs could be established and maintained in taxable
vyears beginning before January 1, 1994, only with funds
transferred from a deductible IRA.
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IV. OTHER ECONOMIC DEVELOPMENT PROVISIONS

A. Special Depreciation Allowance for Certain Equipment
Acquired in 1992

Present Law

Depreciation deductions

A taxpayer is allowed to recover, through annual
depreciation deductions, the cost of certain property used in
a trade or business or for the production of income. The
amount of the depreciation deduction allowed with respect to
tangible property for a taxable year is determined under the
accelerated cost recovery system (ACRS), as modified by the
Tax Reform Act of 1986. Under ACRS, different types of
property generz'ly are assigned applicable recovery periods
and depreciatic: . methods. The recovery periods applicable to
most tangible personal property (generally tangible property
other -han residential rental property and nonresidential
real property) range from 3 to 20 years. The depreciation
methods generally applicable to tangible personal property
are the 200-percent and 150-percent declining balance
methods, switching to the straight-line method for the
taxable year in which the depreciation deduction would be
maximized.

For purposes of the alternative minimum tax (AMT),
tangible personal property generally is depreciated using the
150-percent declining balance method over useful lives that
are typically longer than the applicable recovery periods for
regular tax purposes. In addition, for purposes of the
adjusted current earnings (ACE) component of the corporate
AMT, tangible personal property is depreciated using the
straight-line method over these longer useful lives.

Expensing election

In lieu of depreciation, a taxpayer with a sufficiently
small amount of annual investment may elect to deduct up to
$10,000 of the cost of qualifying property placed in service
for the taxable year. In general, qualifying property is
defined as depreciable tangible personal property that is
purchased for use in the active conduct of a trade or
business. The $10,000 amount is reduced (but not below zero)
by the amount by which the cost of qualifying propsrty placed
in service during the taxable year exceeds $200,000. In
addition, the amount eligible to be expensed for a taxable
year may not exceed the taxable income of the taxpayer for
the year that is derived from the active conduct of a trade
or business (determined without regard to this provision).
Any amount that is not allowed as a deduction because of the
taxable income limitation may be carried forward to
succeeding taxable years (subject to similar limitations).
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Description of Proposal

The proposal would allow an additional first-year
depreciation deduction equal to 15 percent of the adjusted
basis of certain qualified property that is placed in service
before July 1, 1993. The additional depreciation deduction
would be allowed for both regular tax and AMT purposes for
the taxable year in which the property is placed in service.
The basis of the property and the depreciation allowances in
the year of purchase and later years would be appropriately
adjusted to reflect the additional first-year depreciation
deduction. A taxpayer would be allowed to elect to not claim
the additional first-year deprec1atlon for qualified
property.

Property would qualify for the additional first-year
depreciation deduction if (1) the property is section 1245
property to which ACRS applies (other than property that is
required to be depreciated under the alternative depreciation
system of ACRS) and (2) the original use of the property
commences with the taxpayer on or after August 1, 1992. 1In
addition, the property would be required to be acquired by
the taxpayer (1) on or after August 1, 1992, and before
January 1, 1993, but only if no binding written contract for
the acquisition is in effect before August 1, 1992, or (2)
pursuant to a binding written contract which was enterz=J into
on or after August 1, 1992, and before January 1, .993.
Finally, property that is manufactured, constructed, or
produced by the taxpayer for use by the taxpayer will qualify
if the taxpayer begins the manufacture, construction, or
production of the property on or after August 1, 1992, and
before January 1, 1993 (and all other requirements are met).

The limitations on the amount of depreciation deductions
allowed with respect to certain passenger automobiles (sec.
280F of the Code) would be adjusted to reflect the additional
first year depreciation deduction. Thus, the limitation on
the amount of depreciation allowable for the first year that
a passenger automobile to which this proposal would apply
would be increased by 15 percent and subsequent year
depreciation allowances would be decreased to reflect this
first year increase.

Effective Date

The proposal would apply to property placed in service
on or after August 1, 1992.
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B. Corporate Alternative Minimum Tax: Elimination of ACE
Depreciation Ad: stment for Corporate AMT

Present Law

Under present law, a corporation is subject to an
alternative minimum tax ("AMT") which is payable, in addition
to all other tax liabilities, to the extent that it exceeds
the corporation's regular income tax liability. Alternative
minimum taxable income ("AMTI") is the corporation's taxable
income increased by the corporation's tax preferences and
adjusted by determining the tax treatment of certain items in
a manner which negates the deferral of income resulting from
the regular tax treatment of those items. For a corporation,
the amount of AMT paid in a year may be carried forward as a
credit and used to reduce the corporation's regular tax
liability (but not below the corporation's tentative minimum
tax for the year).

One of the adjustments that is made to taxable income to
arrive at AMTI relates to depreciation. Depreciation on most
personal property to which the modified ACRS system adopted
in 1986 applies is calculated using the 150-percent declining
balance method (switching to straight line in the year
necessary to maximize the deduction) over the life described
in Code section 168(g) (generally the ADR class life of the

property).

For taxable years beginning after 1989, AMTI is
increased by an amount equal to 75 percent of the amount by
which adjusted current earnings ("ACE") exceeds AMTI (as
determined before this ‘adjustment). The ACE adjustment
replaced the book-income adjustment applicable to tax years
1987 through 1989. 1In general, ACE equals AMTI with
additional adjustments that generally follow the rules
presently applicable to corporations in computing their
earnings and profits. For purposes of ACE, depreciation is
computed using the straight-line method over the class life
of the property. Thus, a corporation generally must make two
depreciation calculations for purposes of the AMT--once using
the 150-percent declining balance method and again using the
straight-line method.

Description of Proposal

The proposal would eliminate the depreciation component
of ACE for corporate AMT purposes. Thus, in computing ACE, a
corporation would use the same depreciation methods and lives
that it uses in computing AMTI (generally, the 150-percent
declining balance method for tangible personal property).
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Effective Date

The proposal would be effective for property placed in
service in taxable years beginning after the date of
enactment.
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C. Tax Credit for First-Time Homebuyers

Present Law

There is no tax credit for the purchase of a principal
residence under present law.

Description of Proposal

Under the proposal, individuals who purchase a principal
residence would be eligible to receive a tax credit equal to
10 percent of the purchase price of the residence, up to a
maximum credit of $2,500. The credit would apply to a
principal residence if the taxpayer (1) acquires such
residence on or after July 28, 1992, and before January 1,
1993, or (2) enters into a binding contract to acquire the
residence on or after July 28, 1992, and before January 1,
1993, and purchases the residence within 90 days of entering
into that binding contract. One-half of the credit would be
allowed in the taxable year in which the purchase occured and
the other half would be allowed in the following taxable
year. Only one tax credit could be claimed per residence.

First-time homebuyers would be defined as individuals
who did not have a present interest in a residence in the 3
years preceding the purchase of a home. If an individual is
deferring tax on gain from the sale of a previous principal
residence and is permitted an extended rollover period, he or
she would not be considered a first-time homebuyer until
after the end of the extended rollover period.

The first-time homebuyer credit would be nonrefundable,
and thus would be available only to the extent the taxpayer
had income tax liability to offset. However, any unused
portion of the credit could be carried forward for up to 5
years and applied against future income tax liability.

The credit would be recaptured if the residence on which
the credit was claimed was sold or otherwise disposed of
within 3 years of the date the residence was purchased. The
recapture rule would not apply, however, to dispositions by
reason of the taxpayer's death or divorce. If the taxpayer
sold the residence within 3 years but purchased a new home
within the rollover period, the credit would be recaptured to
the extent the taxpayer would have claimed a smaller credit
on the new residence had it been purchased during the period
when the credit was available.

Effective Date

The proposal would be effective for purchases on or
after July 28, 1992.
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D. Changes Relating to Real Estate Investments by Pension
Punds and Others

1. Modification of the rules related to debt-finance income

Present Law

In general, a qualified pension trust or an organization
that is otherwise exempt from Federal income tax is taxed on
any income from a trade or bus.ness that is unrelated to the
organization's exempt purposes (Unrelated Business Taxable
Income or "UBTI") (sec. 511). Certain types of income,
including rents, royalties, dividends, and interest are
excluded from UBTI, except when such income is derived from
"debt-financed property." Income from debt-financed property
generally is treated as UBTI in proportion to the amount of
debt financing (sec. 514(a)).

An exception to the rule treating income from
debt-financed property as UBTI is available to pension
trusts, educational institutions, and certain other exempt
organizations (collectively referred to as "qualified
organizations") that make debt-financed investments in real
property (sec. 514(c)(9)(A)). Under this exception, income
from investments in real property is not treated as income
from debt-financed property. Mortgages are not considered
real property for purposes of the exception.

The real property exception to the debt-financed
property rules is available for investments in debt-financed
property, only if the following six restrictions are
satisfied: (1) the purchase price of the real property is a
fixed amount determined as of the date of the acquisition
(the "fixed price restriction"); (2) the amount of the
indebtedness or any amount payable with respect to the
indebtedness, or the time for making any payment of any such
amount, is not dependent (in whole or in part) upon revenues,
income, or profits derived from the property (the
"participating loan restriction"); (3) the property is not
leased by the qualified organization to the seller or to a
person related to the seller (the "leaseback restriction");
(4) in the case of a pension trust, the seller or lessee of
the property is not a disqualified person (the "disqualified
person restriction"); (5) the seller or a person related to
the seller (or a person related to the plan with respect to
which a pension trust was formed) is not providing financing
in connection with the acquisition of the property (the
"seller~financing restriction"); and (6) if the investment in
the property is held through a partnership, certain
additional requirements are satisfied by the partnership (the
"partnership restrictions") (sec. S14(c)(9)(B) (i) through
(vi)).
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Description of Proposal

Relaxation of the leaseback and disqualified person
restrictions

The proposal relaxes the leaseback and disqualified
person restrictions to permit a limited leaseback of
debt-financed real property to the seller (or a person
related to the seller) or to a disqualified person. The
exception applies only where (1) no more than 25 percent of
the leasable floor space in a building is leased back to the
seller (or related party) or to the disqualified person, and
(2) the lease is on commercially reasonable terms.

Relaxation of the seller-financing restriction

The proposal relaxes the seller-financing restriction to
permit seller financing on terms that are commercially
reasonable. The proposal grants authority to the Treasury
Department to issue regulations for the purpose of
determining commercially reasonable financing terms.

The proposal does not modify the present-law fixed price
and participating loan restrictions. Thus, for example,
income from real property acquired with financing where the
timing or amount of payment is based on revenue, income, or
profits from the property generally will continue to be
treated as income from debt-financed property, unless some
other exception applies.

Relaxation of the fixed price and participating loan
restriction for property foreclosed on by financial
institutions

The proposal relaxes the fixed price and participating
loan restrictions for certain sales of rea% property
foreclosed upon by financial institutions. The re..xation
of these rules is limited to cases where: (1) a qualified
organization acquires the property from a financial
institution that acquired the real property by foreclosure
(or after an actual or imminent default), or was held by the

1 As under present law, a leaseback to a disqualified person
remains subject to the prohibited transaction rules set forth
in section 4975.

2 For this purpose, financial institutions include financial
institutions in conservatorship or receivership and certain
affiliates of financial institutions (and a government
corporation which succeeded to the rights and interests of
such a receiver or conservator).
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financial institution at the time that it entered into
conservatorship or receivership; (2) the property is not a
capital asset of the financial institution; (3) the stated
principal amount of the seller financing does not exceed the
financial institution's outstanding indebtedness (including
accrued but unpaid interest) with respect to the property at
the time of foreclosure; and (4) the value of any
participation feature at the time of sale does not exceed 30
percent of the value of the property.

The proposal grants authority to the Treasury Department
to issue regulations for the purpose of clarifying these
limitations. 1In particular, these requlations are expected
to establish standards for determining what constitutes a
participation feature and how to determine whether the value
of a participation feature at the time of sale exceeds 30
percent of the value of the property. For example, a
participation feature that provides the seller with less than
a 30 percent interest in net proceeds, net income, or gain on
sale of the property is expected to be valued at less than 30
percent of the value of the property.

Elimination of the section 514(c)(9)(B) restrictions for
investments through certain large partnerships

The proposal eliminates the six section 514(c)(9)(B)
restrictions for qualified organizations that invest in real
property through certain "large" partnerships.

A "large" partnership is a partnership having at least
250 partners that satisfies the following .three tests: (1)
interests in the partnership are registered with the
Securities and Exchange Commission; (2) a significant
percentage (at least S50 percent) of each class of interests
is owned by taxable individuals (but excluding IRAs from the
calculation); and (3) a principal purpose of the partnership
allocations is not tax avoidance. Partnership interests that
are subject to the same terms are considered to be in the
same class, regardless of whether the interests are subject
to different ownership restrictions (a partnership can
therefore monitor the S0-percent ownership restriction by
requiring that designated interests be held only by taxable
persons).

Effective Date

The proposal generally is effective for acquisitions on
or after July 28, 1992. The leaseback provision is also
effective for leases entered into on or after July 28, 1992.
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2. Repeal of the automatic UBTI rule for publicly-traded
partnerships

Present Law

In general, the character of a partner's distributive
share of partnership income is the same as if the income had
been directly realized by the partner. Thus, whether a
tax-exempt organization's share of income from a partnership
(other than from a publicly-traded partnership) is treated as
unrelated business income depends on the underlying character
of the income (sec. 512(c)(1l)).

However, a tax-exempt organization's distributive share
of gross income from a publicly-traded partnership (that is
not otherwise treated as a corporation) automatically is
treated as UBTI (sec. 512(c)(2)(A)). The organization's
share of the partnership deductions is allowed in computing
the organization's taxable unrelated business income (sec.
512(c)(2)(B)).

Description of Proposal

The proposal repeals the rule that automatically treats
income from publicly~-traded partnerships as UBTI. Thus,
under the provision, investments in publicly-traded
partnerships are treated the same as investments in other
partnerships for purposes of the UBTI rules.

-Effective Date

The proposal is effective for partnership years ending
on or after July 28, 1992.

3. Permit title-holding companies to receive small amounts
of UBTI

Present Law

Section 501(c)(2) provides tax-exempt status to certain
corporations organized for the exclusive purpose of holding
title to property and turning over any income from the
property to one or more related tax-exempt organizations.
Section 501(c)(25) provides tax-exempt status to certain
corporations and trusts that are organized for the exclusive
purposes of acquiring and holding title to real property,
collecting income from such property, and remitting the
income therefrom to no more than 35 shareholders or
beneficiaries that are: (1) qualified pension,
profit-sharing, or stock bonus plans (sec. 40l(a)); (2)
governmental pension plans (sec. 414(d)); (3) the United
States, a State or political subdivision, or governmental
agencies or instrumentalities; or (4) tax-exempt charitable,
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educational, religious, or other crganizations described in
section 501(c)(3). However, the IRS has taken the position
that a title-holding company described in section 501(c)y(2)
or 501(c)(25) will %ose its tax-exempt status if it generates
any amount of UBTI.

Description of Proposal

The proposal permits a title-holding company that is
exempt from tax under sections 501(c)(2) or 501(c)(25) to
receive UBTI up to 10 percent of its gross income for the
taxable year, provided that the UBTI is incidentally derived
from the holding of real property. For example, income
generated from parking or operating vending machines located
on real property owned by a title-holding company generally
would qualify for the 10-percent de minimis rule, while
income derived from an activity that is not incidental to the
holding of real property (e.qg., manufacturing) would not
qualify. 1In cases where unrelated income is incidentally
derived from the holding of real property, receipt by a
title-holding company of such income (up to the l0-percent
limit) will not jeopardize the title-holding company's
tax-exempt status, but nonetheless, will be subject to tax as
UBTI.

In addition, the proposal provides that a section
501(c)(2) or 501(c)(25) title-holding company will not lose
its tax-exempt status if UBTI that is incidentally derived
from the holding of real property exceeds the l10-percent
limitation, provided that the title-holding company
establishes to the satisfaction of the Secretary of the
Treasury that the receipt of UBTI in excess of the l0-percent
limitation was inadvertent and reasonable steps are being
taken to correct the circumstances giving rise to such excess
UBTI.

Effective Date

The proposal is effective for taxable years beginning
after December 31, 1991,

4. Exclusion from UBTI any gains from the disposition of
property acquired from financial institutions in
conservatorships or receiverships

Present Law

In general, gains or losses from the sale, exchange or
other disposition of property are excluded from UBTI (sec.

3 IRS Notice B8-121, 1988-2 C.B. 457. See also Treas. Reg.
sec. 1.501(¢c)(2)~1(a). '
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512(b)(5)). However, gains or losses from the sale, exchange
or other disposition of property held primarily for sale to
customers in the ordinary course of a trade or business are
nc. excluded from UBTI (the "dealer UBTI rule”) (sec.
512(b)(5)(B)).

Description of Proposal

The proposal provides an exception to the dealer UBTI
rule by excluding gains from the sale, exchange or other
disposition of certain real property and mortgages acquired
from financial institutions that are in conservatorship or
receivership (or from a government corporation which
succeeded to the rights and interests of such a receiver or
conservator). Only real property and mortgages owned by a
financial institution (or that was security for a loan
extended by the financial institution) at the time that the
institution entered conservatorship or receivership are
eligible for the exception.

The exclusion is limited to properties designated as
disposal property within nine months of acquisition, and
disposed of within two-and-a-half years of acquisition. The
two-and-a-half year disposition period may be extended by the
Secretary if an extension is necessary for the orderly
liquidation of the property. No more than one-half by value
of properties acquired in a single transaction may be
designated as disposal property.

The =xclusion is not available for properties that are
developed in any significant manner (i.e.,.the aggregate
expenditures made by the acquiror which are includible in the
basis of the property do not exceed 20 percent of the net
selling price of the property). Thus, for example, the
exclusion is not available for property where there has been
securing of zoning permits, unless the aggregate expenditures
on development do not exceed 20 percent of the net selling
price of the property.

Effective Date

The proposal is effective for property acquired on or
after July 28, 1992.

5. Exclusion of loan commitment fees and certain option
premiums from UBTI

Present Law

Income from a trade or business that is unrelated to an
exempt organization's purpose generally is UBTI. Passive
income such as dividends, interest, royalties, and gains or
losses from the sale, exchange or other disposition of
property generally is excluded from UBTI (sec. 512(b)). In
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addition, gains on the lapse or termination of options on
securities are explicitly exempted from UBTI (sec. S12(b)(5).

Present law is unclear on whether loan commitmer: fees
and premiums from unexercised optlons on real estate are
UBTI.

Description of Proposal

The proposal provides that loan commitment fees and
premiums from unexercised options on real estate are excluded
from UBTI. For purposes of this provision, loan commitment
fees are non-refundable charges made by a lender to reserve a
sum of money with fixed terms for a specified period of time.
The -2 charges are to compensate the lender for the risk
inr. -ent in committing to make the loan (e.g., for the
lender's exposure to interest rate changes and for potential
lost opportunities).

Effective Date

The proposal is effective for premiums or loan
commitment fees that are received on or after July 28, 1992.

6. Relaxation of limitations on investments in real estate
investment trusts by pension funds

Present Law

A real estate investment trust ("REIT") is not taxed on
income distributed to shareholders. A corporation does not
qualify as a REIT if at any time durzng the last half of its
taxable year more than 50 percent in value of its outstanding
stock is owned, directly or indirectly, by five or fewer
individuals ("the five or fewer rule"). A domestic pension
trust is treated as a single individual for purposes of this
rule.

Dividends paid by a REIT are not UBTI,? unless the stock
in the REIT is debt-financed. Depending on its character,
income earned by a partnership may be UBTI (sec. 512(c)).
Special rules treat debt-financed income earned by a
partnership as UBTI (sec. 514(c)(9)(B)(vi)).

Description of Proposal

Qualification as a REIT

The proposal provides that a pension trust generally is
not treated as a single individual for purposes of the

4 Ssee Rev. Rul. 66-151, 1966-1 C.B. 151.
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five-or-fewer rule. Rather, the proposal treats
beneficiaries of the pension trust as holding stock in the
REIT in proportion to their actuarial interests in the trust.
This rule does not apply if disqualified persons, within the
meaning of section 4975(e)(2) (other than by reason of
subparagraphs (B) and (I)), together own five percent or more
of the value of the REIT stock and the REIT has earnings and
profits attributab%e to a period during which it did not
qualify as a REIT.

In addition, the propos:. provides that a REIT cannot be
a personal holding company and, therefore, is not subject to
the personal holding company tax on its undistributed income.

Unrelated business taxable income

Under the proposal, certain pension trusts owning more
than 10 percent of a REIT must treat a percentage of
dividends from the REIT as UBTI. This percentage is the
gross income derived from an unrelated trade or business
(determined as if the REIT were a pension trust) divided by
the gross income of the REIT for the year in which the
dividends are paid. Dividends are not treated as UBTI,
however, unless this percentage is at least five percent.

The UBTI rule applies only if the REIT qualifies as a
REIT by reason of the above modification of the five or fewer
rule. Moreover, the UBTI rule applies only if (1) one
pension trust owns more than 25 percent of the value of the
REIT, or (2) a group of pension trusts individually holding
more than 10 percent of the value of the REIT collectively
own more than 50 percent of the value of the REIT.

Effective Date

The proposal applies to taxable years beginning after
December 31, 1991.

5 Moreover, as under present law, any investment by a
pension trust must be in accordance with the fiduciary rules
of the Employee Retirement Security Act ("ERISA") and the
prohibited transaction rules of the Code and ERISA.
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E. Modification of Passive Loss Rules for Certain Real
Estate Persons

Present Law

The passive loss rules limit deductions and credits from
passive trade or business activities. Deductions
attributable to passive activities, to the extent they exceed
income from passive activities, generally may not “e deducted
against other income, such as wages, portfolio in..me, or
business income that is not derived from a passive activity.
Credits from passive activities may not reduce the taxpayer's
tax liability, to the extent such credits exceed regular tax
liability from passive activities. Deductions and credits
that are suspended under these rules are carried forward and
treated as deductions and crecits from passive activities in
the next year. The suspended losses from a passive activity
are allowed in full when a taxpayer disposes of his entire
interest in the passive activity to an unrelated person.

The passive loss rules apply to individuals, estates and
trusts, closely held C corporations, and personal service
corporations. A special rule permits closely held C
corporations to apply passive activity losses and credits
against active business income (or tax liability allocable
thereto) but not against portfolio income.

Passive activities are defined to include trade or
business activities in which the taxpayer does not materially
participate. To materially participate in an activity, a
taxpayer must be involved in the operations of the activity
on a regular, continuous, and substantial basis. Except as
provided in regulations, a taxpayer is treated as not
materially participating in an activity held through a
limited partnership interest.

Rental activities (including rental real estate
activities) are also treated as passive activities,
regardless of the level of the taxpayer's participation. 1In
general, rental activities cannot be treated as part of a
larger activity that includes nonrental activities. a
special rule permits the deduction of up to $25,000 of losses
from rental real estate activitias (even though they are
considered passive), if the taxpayer actively participates in
them. This $25,000 amount is allowed for taxpayers with
adjusted gross incomes of $100,000 or less, and is phased out
for taxpayers with adjusted gross incomes between $100,000
and $150,000. Active participation is a lesser standard of
involvement than material participation. A taxpayer is
treated as actively participating if, for example, he
participates, in a significant and bona fide sense, in the
making of management decisions or arranging for others to
provide services (such as repairs). The active
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participation standard is not satisfied, however, if the
taxpayer's interest is less than 10 percent (by value) of all
interests in the activity. A taxpayer generally is deemed
not to satisfy the active participation standard with respect
to property he holds through a limited partnership interest.

If the taxpayer has suspended losses from a former
passive activity (an activity that is not a passive activity
for the current taxable year but was a passive activity for
the taxable year in which the loss arose), the losses are
cffset against the income from such activity for the taxable
year, and any excess after the offset continues to be treated
as a loss from a passive activity.

Description of Proposal

If the taxpayer meets eligibility requirements with
respect to real property trades or businesses in which he
performs services, then a portion of the taxpayer's passive
activity loss that does not exceed net losses from rental
real estate activities in which the taxpayer materially
participates generally is allowed under the proposal.

Whether a taxpayer materially participates in his rental real
estate activities is determined as if each interest of the
taxpayer in rental real estate is a separate activity, unless
the taxpayer elects to treat all interests in rental real
estate as one activity. The provision applies to individuals
and closely held C corporations.

The loss allowed under the proposal may not exceed 100
percent of the lesser of (1) the taxpayer's net income from
real property trades or businesses, or (2) the taxpayer's
taxable income (determined without regard to this proposal).
A similar rule applies with respect to passive activity
credits.

Real property trade or business means any real property
development, redevelopment, construction, reconstruction,
acquisition, conversion, rental, operation, management,
leasing, or brokerage trade or business.

An individual taxpayer meets the eligibility
requirements if more than half of the personal services the
taxpayer performs in a trade or business are in real property
trades or businesses in which he materially participates. 1In
the case of a joint return, for purposes of the eligibility
requirements each spouse's personal services are taken into
account separately. For purposes of the eligibility
requirements, personal services performed as an employee are
not treated as performed in a real estate trade or business
unless the person performing services has more than a 5
percent ownership interest in the employer (within the
meaning of sec. 416(i)(1)(B)).
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A closely held C corporation meets the eligibility
requirements if generally more than 50 percent of its gross
receipts for the taxable year are derived from real property
trades or businesses in which the corporation materially
participates (within the meaning of sec. 469(h)(4)).

Material participation has the same meaning as
under present law. Thus, as under present law, except as
provided in regulations, no interest as a limited partner in
a limited partnership is treated as an interest with respect
to which the taxpayer materially participates.

Suspended losses from any rental real property activity
with respect to which losses are allowed under the provision
are limited to income from the activity, and are not allowed
to offset other non-passive incoms

Modified adjusted gross income is determined without
regard to any loss allowable by reason of the proposal, for
purposes of the present-law $25,000 allowance of losses and
deduction-equivalent credits from certain rental activities.

Effective Date

The proposal is effective with respect to taxable years
beginning after December 31, 1991.
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F. Treatment of certain real property business indebtedness
of individuals

Present Law

The discharge of indebtedness generally gives rise to
gross income to the debtor taxpayer. Present law provides
exceptions to this general rule. Among the exceptions are
rules providing that income from the discharge of
indebtedness of the taxpayer is excluded from income if the
discharge occurs in a title 11 case, the discharge occurs
when the taxpayer is insolvent, or in the case of certain
farm indebtedness. The amount excluded from income under
these exceptions is applied to reduce tax attributes of the
taxpayer.

Description of Proposal

The proposal provides an exclusion from gross income for
certain income from discharge of qualified real property
business indebtedness of individuals. The amount so excluded
is applied as a reduction in basis of depreciable real
property of the taxpayer. When the taxpayer disposes of such
depreciable real property, the amount of any gain not
exceeding the amount of the basis reduction is treated as
ordinary income. The amount of the exclusion may not exceed
the lesser of (1) the aggregate adjusted basis of the
taxpayer's depreciable real property as of the beginning of
the taxable year following the year in which the discharge
occurs, and (2) the amount by which the outstanding debt
(principal and accrued. interest) exceeds the fair market of
the property at the time of the discharge."

Qualified real property business indebtedness means debt
incurred or assumed by an electing individual in connection
with real property used by the taxpayer in his trade or
business (not including farm debt).

Effective Date

The proposal is effective with respect to discharges
after December 31, 1991 in taxable years ending after that
date.
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G. 1Increase Recovery Period for Depreciation of
Nonresidential Real Property

Present Law

A taxpayer is allowed to recover, through annual
depreciation allowances, the cost or other basis of real
property (other than land) that is used in a trade or
business or that is held for the production of rental income.
For regular tax purposes, the amount of the depreciation
deduction allowed with respect to nonresidential real
property for any taxable year is determined using the
straight-line method and a recovery period of 31.5 years.

Description of Proposal

For regular tax purposes, the depreciation deduction for
nonresidential real property would be determined by using a
recovery period of 40 years.

Effective Date

The proposal generally would apply to property placed in
service on or after July 28, 1992. The proposal would not
apply to property that is placed in service by a taxpayer
before January 1, 1995, if (1) the taxpayer or a qualified
person entered into a binding written contract to purchase or
construct the property before July 28, 1992, or (2)
construction of the property was commenced by or for the
taxpayer or a qualified person before July 28, 1992, ‘
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V. ECONOMIC DEVELOPMENT PROVISIONS OF H.R. 3040
(TAX EXTENSION ACT OF 1992) AS REPORTED BY
FINANCE COMMITTEE

The Chairman's Mark includes the provisions of H.R. 3040
(Tax Extegsion Act of 1992) as reported by the Senate Finance
Committee~ with the following modifications.

A. Low-Income Housing Tax Credit

The proposal would include the following modifications
to the extension of the low-income housing tax credit
("LIHC") program, as passed by the Senate in H.R. 3040:

(1) The proposal allows an irrevocable election by the
owner of building placed-in-service before 1990 to use either
apartment size or family size in determining maximum
allowable rent only if the owner enters into a compliance
monitoring agreement with the State allocating agency. This
election must be made within 180 days after the date of -
enactment.

(2) The proposal deletes the limitation on maximum
eligible basis of each unit in a credit project. However,
the proposal contemplates that the allocating agency make
determinations as to the reasonableness of developmental and
operational costs of credit projects.

(3) The proposal modifies the provision relating to
community service areas to provide that such areas are
included in eligible basis as functionally.related and
subordinate facilities if (a) the size of the facilities is
commensurate with tenant needs, (b) the facilities are
designed to serve qualifying tenant populations and employees
of the building owner, and (c) no more than twenty percent of
the housing project's eligible basis is attributable to such
facilities.

B. Targeted Jobs Tax Credit

The proposal would include the following modifications
to the extension of the targeted jobs tax credit ("TJTC")
program, as reported by the Finance Committee in H.R. 3040:

(1) The proposal would make the credit available to
employers of long-term unemployed individuals. For these
purposes, a long-term unemployed individual is defined as
someone who has exhausted eligibility for unemployment
compensation before the hiring date. The maximum credit for
this new category of targeted jobs will be 40 percent of the

1 see s. Rept. 102-300, June 19, 1992.
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first $3,000 of qualified first-year wages. To be eligible
for the credit, (a) the employee must remain employed for a
minimum of 120 days; and (b) the employer must certify that a
reasonable attempt was made to specifically recruit the
long-term unemployed.

(2) The proposal would also modify the overall credit
rule to require a minimum of 90 days of employment for each
eligible employee. Present-law requires the lesser of 90
days or 120 hours of wages.

The proposal would be effective for employees hired
within six months of the date of enactment. The proposal
also would provide for extensions of the eligibility of the
long-term unemployed for the credit for additional six-month
periods if the national unemployment rate exceeds 7 percent
in any future month.

C. Luxury Excise Tax; Excise Tax on Diesel
Fuel Used in Noncommercial Motorboats

1. Luxury excise tax on demonstrator vehicles

The proposal would exempt the dealer from paying the
luxury tax on demonstrator vehicles. Under the proposal, the
tax would not be paid until the automobile is sold. The tax
would be levied on the sales price of the automobile. The
proposal would be effective for dealer purchases of vehicles
after June 30, 1992. - .

2. Excise tax on diesel fuel used in noncommercial
motorboats :

The proposal would make the following modification to
the extension of the current 20.l-cents-per-gallon diesel
fuel excise taxes to diesel fuel used by boats, as reported
by the Finance Committee in H.R. 3040:

The proposal would provide that the tax imposed on
diesel fuel used in noncommercial motorboats expire after
September 30, 1997.

D. Treatment of Intangible Assets

The proposal generally is the same as that contained in
H.R. 3040, as reported by the Finance Committee. The
modified proposal would provide that the election to apply
the proposal retroactively would apply to open tax years of
the taxpayer, even if the tax year that the intangible asset
was acquired is closed.
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VI. TAXPAYER BILL OF RIGHTS 2
1. Taxpayer Advocate

a. Establishment of position of Taxpayer Advocate within
Internal Revenue Service

Present Law

The Office of the Taxpayer Ombudsman was created by the
IRS in 1979. The Taxpayer Ombudsman's duties are to serve as
the primary advocate, within the IRS, for taxpayers. As the
taxpayers' advocate, the Taxpayer Ombudsman participates in
an ongoing review of IRS policies and procedures to determine
their impact on taxpayers, receives ideas from the public
concerning tax administration, identifies areas of the tax
law that confuse or create an inequity for taxpayers, and
supervises cases handled under the Problem Resolution
Program. Under current procedures, the Taxpayer Ombudsman is
selected by the Commissioner of the IRS and serves at his
discretion.

Description of Proposal

The proposal would establish a new position, Taxpayer
Advocate, within the IRS. This would replace the position of
Taxpayer Ombudsman. The Advocate would report directly to
the Commissioner. Compensation of the Advocate would be at a
level equal to that of the IRS Chief Counsel.

The proposal also would establish the Office of Taxpayer
Advocate within the IRS. All problem resolution officers
would be part of that office, and would be under the
supervision and direction of the Taxpayer Advocate. The
functions of the office would be (1) to assist taxpayers in
resolving problems with the IRS, (2) to identify areas in
which taxpayers have problems in dealings with the IRS, (3)
to propose changes (to the extent possible) in the
administrative practices of the IRS that will mitigate those
problems, and (4) to identify potential legislative changes
that may mitigate those problems.

The Taxpayer Advocate would be required to make two
annual reports to the tax-writing Committees. The first
report would contain the objectives of the Taxpayer Advocate
for the next calendar year. This report would contain full
and substantive analysis, in addition to statisticz?
information and would be due not later than Octobe 31 of
each year. The second report would be on the activities of
the Taxpayer Advocate during the previous fiscal year. The
report must identify the initiatives the Taxpayer Advocate
has taken to improve taxpayer services and IRS
responsiveness, contain recommendations received from
individuals who have the authority to issue a TAO, contain a
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summary of at least 20 of the most serious problems which
taxpayers have in dealing with the IRS, describe in detail
the progress made in implementing these recommendations,
include recommendations for such administrative and
legislative action as may be appropriate to resolve such
problems, and to include other such information as the
Taxpayer Advocate may deem advisable. The Commissioner is
required to establish internal procedures that will ensure a
formal IRS response to all recommendations submitted to the
Commissioner by the Taxpayer Advocate. This report is due
not later than June 30 of each year.

Effective Date

The proposal would be effective on the date of
enactment. The first annual reports of the Taxpayer Advocate
would be due June and October, 1993.

b. Expansion of authority to issue Taxpayer Assistance
Orders

Present Law

Section 78l1(a) authorizes the Taxpayer Ombudsman to
issue a Taxpayer Assistance Order (TAO). TAOs may order the
release of taxpayer property levied upon by the IRS and may
require the IRS to cease any action, or refrain from taking
any action if, in the determination of the Taxpayer
Ombudsman, the taxpayer is suffering or about to suffer a
significant hardship as a result of the manner in which the
internal revenue laws are being administered.

Description of Proposal

The proposal would provide the Taxpayers' Advocate with
broader authority to affirmatively take any action with
respect to taxpayers who would otherwise suffer a significant
hardship as a result of the manner in which the IRS is
administering the tax laws. For example, the Taxpayers'
Advocate's scope of power will specifically include (1) the
authority to abate assessments, (2) grant or expedite refund
requests, and (3) stay collection activity. The proposal
also would provide that a TAO may specify a time period
within which the TAO must be followed. Finally, the proposal
would provide that only the Taxpayer Advocate, the
Commissioner of the IRS, or a superior of those two
positions, as well as a delegate of the Taxpayer Advocate,
may modify or rescind a TAO. The Taxpayers' Advocate is not
intended to have the power to make substantive
determinations.
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Effective Date

The proposal would be effective on the date of
enactment.

2. Modifications to Installment Agreement Provisions

a. Notification of reasons for termination or denial of
installment agreements

Present Law

Section 6159 authorizes the IRS to enter into written
installment agreements with taxpayers to facilitate the
collection of tax liabilities. 1In general, the IRS has the
right to terminate (or in some instances, alter or modify)
such agreements if the taxpayer provided inaccurate or
incomplete information before the agreement was entered into,
if the taxpayer fails to make a timely payment of an
installment or another tax liability, if the taxpayer fails
to provide the IRS with a requested update of financial
condition, if the IRS determines that the financial condition
of the taxpayer has changed significantly, or if the IRS
believes collection of the tax liability is in jeopardy. 1If
the IRS determines that the financial condition of a taxpayer
that has entered into an installment agreement has changed
significantly, the IRS must provide the taxpayer with a
written notice that explains the IRS determination at least
30 days before altering, modifying or terminating the
installment agreement. No notice is statutorily required if
the installment agreement is altered, modified, or terminated
for other reasons. '

Description of Proposal

The proposal would require the IRS to notify taxpayers
30 days before altering, medifying, or terminating any
installment agreement for any reason other than that the
collection of tax is determined to be in jeopardy. The IRS
must include in the notification an explanation of why the
IRS intends to take this action. The proposal also would
require that the IRS notify taxpayers 30 days before denying
any installment agreement for any reason o-~er than that the
collection of tax is determined to be in jecpardy.

Effective Date

The proposal would be effective six months after the
date of enactment.
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b. Administrative review of denial of requests for, or
termination of, installment agreements

Present Law

A taxpayer whose request for an installment agreement is
denied can appeal to successively higher levels of Collection
Division management, including the District Director. The
IRS is currently testing an appeal process for various
collection actions, including installment agreements, that
will permit taxpayers to appeal these collection actions to
Appeals Division personnel.

Description of Proposal

The proposal would require the IRS to establish
additional procedures for an independent administrative
review of denials of requests for installment agreements and
terminations of installment agreements.

Effective Date

The proposal would be effective on January 1, 1993.
3. Interest

a. Extension of interest-free period for payment of tax
after notice and demand

Present Law

In general, a taxpayer must pay interest on late
payments of tax. An interest-free period of ten days is
provided to taxpayers who pay the tax due within ten days of
notice and demand.

Description of Proposal

The proposal would extend the interest-free period
provided to taxpayers for the payment of the tax liability
reflected in the notice from 10 days to 21 days, provided
that the total tax liability shown on the notice of
deficiency is less than $100,000.

Effective Date

The proposal would apply in the case of any notice and
demand given after the date six months after the date of
enactment.




b. Expansion of authority to abate interest

Present Law

Any assessment of interest on any deficiency
attributable in whole or in part to any error or delay by an
officer or employee of the IRS (acting in his official
capacity) in performing a ministerial act may be abated.

Description of Proposal

The proposal would generally expand the authority of the
IRS to abate interest. The proposal permits the IRS to abate
interest with respect to any unreasonable error or delay for
eligible taxpayers. An eligible taxpayer is a taxpayer who
meets the net worth requirements referenced in section
7430(c)(4)(A)(iii).

Effective Date

The proposal would apply to interest accruing with
respect to deficiencies or payments for taxable years
beginning after the date of enactment.

4. Joint Returns

a. Disclosure of collection activities with respect to joint
returns

Present Law

The IRS does not disclose collection information to
spouses that have filed a joint return.

Description of Proposal

. If a tax deficiency with respect to a joint return is
assessed, and the individuals filing the return are no longer
married or no longer reside in the same household, the
proposal would permit the IRS to disclose in writing (in
response to a written request by one of the individuals) to
that individual whether the IRS has attempted to collect the
deficiency from the other individual, the general nature of
the collection activities, and the amount (if any) collected.

Effective Date

The proposal would be effective on the date of
enactment.
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b. Joint return may be made after separate returns without
full payment of tax

Present Law

Taxpayers who file separate returns and subsequently
determine that their tax liability would have been less if
they had filed a joint return are precluded by statute from
reducing their tax liability by filing jointly if they are
unable to pay the entire amount of the joint return liability
before the expiration of the three-year period for making the
election to file jointly.

Description of Proposal

The proposal would repeal the requirement of full
payment of tax liability as a precondition to switching from
married filing separately status to married filing jointly
status.

Effective Date

The proposal would apply to taxable years beginning
after the date of the enactment.

S. Collection Activities
a. Modifications to lien and levy provisions
i. HWithdrawal of public notice of lien

Present Law

The IRS files a notice of lien in the public record, in
order to protect the priority of a tax lien. A notice of tax
lien provides public notice that a taxpayer owes the
Government money. The IRS is required to issue a certificate
of- release for such notices for erroneous liens only.

Description of Proposal

The proposal would allow the IRS to withdraw a public
notice of tax lien prior to payment in full by the indebted
taxpayer without prejudice, if the Secretary determines that
(1) the filing of the notice was premature or otherwise not
in accordance with the administration procedures of the IRS,
i2) the taxpayer has entered into an installment agreement to
satisfy the tax liability with respect to which the lien was
filed, (3) the withdrawal of the lien will facilitate
collection of the tax liability, or (4) the withdrawal of the
lien would be in the best interests of the taxpayer (as
determined by the Taxpayers' Advocate) and of the Government.
The proposal also would require that, at the written request
of the taxpayer, the IRS make reasonable efforts to give
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notice of the withdrawal of a lien to creditors, credit
reporting agencies, and financial institutions specified by
the taxpayer.

Effective Date

The proposal would be effective on the date of
enactment.

ii. Return of levied property

Present Law

The IRS is authorized to return levied property to a
taxpayer only when the taxpayer has overpaid its liability to
tax, interest, and penalty.

Description of Proposal

The proposal would allow the IRS to return property
(including money deposited in the Treasury) that has been
levied upon if the Secretary determines that (1) the levy was
premature or otherwise not in accordance with the
administrative procedures of the IRS, (2) the taxpayer has
entered into an installment agreement to satisfy the tax
liability, (3) the return of the property will facilitate
collection of the tax liability, or (4) the return of the
property would be in the best interests of the taxpayer (as
determined by the Taxpayers' Advocate) and the Government.

Effective Date

The proposal would be effective on the date of
enactment.

iii. Modifications in certain levy exemption amounts

Present Law

Property exempt from levy includes personal property
with a value of up to $1,650, and books and tools necessary
for the taxpayer's trade, business, or profession with a
value of up to $1,100.

Description of Proposal

The proposal would increase the exemption amounts to
$1,700 for personal property and $1,200 for books and tools.
Both these amounts are indexed for inflation commencing
January 1, 1993.
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Effective Date

The proposal would be effective on the date of
enactment.

b. Offers-in-compromise

Present Law

The IRS has the authority to settle a tax debt pursuant
to an offer-in-compromise. IRS regulations provide that such
offers can be accepted if: the taxpayer is unable to pay the
full amount of the tax liability and it is doubtful that the
tax, interest, and penalties can be collected or there is
doubt as to the validity of the actual tax liability.

Amounts over $500 can only be accepted if the reasons for the
acceptance are documented in detail and supported by an
opinion of the IRS Chief Counsel.

Description of Proposal

The proposal also would increase from $500 to $50,000
the amount requiring a written opinion from the Office of
Chief Counsel. Compromises below the $50,000 threshold would
be subject to continuing quality review by the IRS.

Effective Date

The propeosal would be effective on the date of
enactment.

c. Notification of examination

Present Law

In general, the IRS notifies taxpayers in writing prior
to commencing an examination and encloses a copy of
Publication 1, "Your Rights as a Taxpayer," with the notice.
Sometimes, however, the IRS uses the telephone to schedule an
examination. Presently, the IRS may be approaching
taxpayers, requesting the taxpayer's books and records, but
not notifying taxpayers of examination. If the taxpayer is
contacted and the agent requests to review the books and
records, a written notice should be required.

Description of Proposal

The proposal would require the IRS to notify a taxpayer
in writing prior to commencing examinations under all
subtitles of the Code and to provide the taxpayer with an
explanation of the examination process prior to commencing
the examination. Such notice will include an explanation of
the process as described in section 7521. The proposal would
exempt from this requirement any examination with respect to
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which the Secretary determines (1) that it is in connecticn
with a criminal investigation, (2) that the collection of the
tax is in jeopardy, (3) that the reguirements are
inconsistent with national security needs, or (4) that the
requirements would interfere with the effective conduct of a
confidential law enforcement or foreign counterintelligence
activity. This provision would not preclude the IRS from
using the telephone to attempt to schedule an examination, so
long as the written notice required by this provision has
been given.

Effective Date

The proposal would be effective on the date of
enactment.

d. Modification of certain limits on recovery of civil
damages for unauthorized collection activities

Present Law

A taxpayer may sue the United States for up to $100,000
of damages caused by an officer or employee of the IRS who
‘recklessly or intentionally disregards provisions of the
Internal Revenue Code or the Treasury regulations promulgated
thereunder. '

Description of Proposal

The proposal would increase the cap to $1 million with
respect to reckless or intentional acts. ‘In addition, it
would permit a taxpayer to sue the United States for up to
$100,000 of damages caused by an officer or employee of the
IRS who negligently disregards provisions of the Internal
Revenue Code or the Treasury requlations promulgated
thereunder.

Effective Date

The proposal would apply to actions by IRS employees
that occur after the date of enactment.

e. Designated summons

Present Law

The period for assessment of additional tax with respect
to most tax returns, corporate or otherwise, is three years.
The IRS and the taxpayer can together agree to extend the
period, either for a specified period of time or
indefinitely. The taxpayer may terminate an indefinite
agreement to extend the period by providing notice to the
IRS.
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During an audit, the IRS may informally request that the
taxpayer provide additional information necessary to arrive
at a fair and accurate audit adjustment, if any adjustment is
warranted. Not all taxpayers cooperate by providing the
requested information on a timely basis. In some cases the
IRS seeks information by issuing an administrative summons.
Such a summons will not be judicially enforced unless the
Government (as a practical matter, the Department of Justice)
seeks and obtains an order for enforcement in Federal court.
In addition, a taxpayer may petition the court to quash an
administrative summons where this is permitted by statute.

In certain cases the running of the assessment period is
suspended during the period when the parties are in court to
obtain or avoid judicial enforcement of an administrative
summons. Such a suspension is provided in the case of
litigation over a third-party summons (sec. 7609(e)) or
litigation over a summons regarding the examination of a
related party transaction. Such a suspension can also occur
with respect to a corporate tax return if a summons is issued
at least 60 days before the day on which the assessment
period (as extended) is scheduled to expire. 1In this case,
suspension is only permitted if the summons Clearly states
that it is a "designated summons" for this purpose. Only one
summons may be treated as a designated summons for purposes
of any one tax return. The limitations period is suspended
during the judicial enforcement period of the designated
summons and of any other summons relating to the same tax
return that is issued within 30 days after the designated
summons is issued.

Under current internal procedures of the IRS, no
designated summons is issued unless first reviewed by the
Office of Chief Counsel to the IRS, including review by an
IRS Deputy Regional Counsel for the Region in which the
examination of the corporation's return is being conducted.

Description of Proposal

The proposal would require that issuance of any
designated summons with respect to a corporation's tax return
must be preceded by review of such issuance by the Regional
Counsel, Office of Chief Counsel to the IRS, for the Region
in which the examination of the corporation's return is being
conducted.

1 Petitions to quash are permitted, for example, in
connection with the examination of certain related party
transactions under section 6038A(e)(4), and in the case of
certain third-party summonses under section 7609(b)(2).
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In addition, the proposal would require that the
corporation whose return is in issue be promptly notified in
writing in any case where the Secretary issues a designated
summons (or another summons, the litigation over which
suspends the running of the assessment period under the
designated summons procedure) to a third party. It is
expected that the IRS generally will meet this requirement by
issuing such notice on the same day that it issues such
summons, and by transmitting such notice to the corporation
in a manner reasonably designed to bring it to the prompt
attention of an agent of the corporation responsible for
communicating with the IRS in connection with the
examination.

Effective Date

The proposal would apply to summonses issued after date
of enactment.

6. Information Returns

a. Phone numbers of person providing payee statement
required to be shown on such statement

Present Law

Information returns must contain the name and address of
the payor.

Description of Proposal

The proposal would require that information returns
contain the name, address, and phone number of the payor's
information contact. A payor may have the option of
providing the name and phone number of the department with
the relevant information. It is intended that the telephone
number provide direct access to individuals with immediate
resources to resolve a taxpayer's questions in an expeditious
manner.

Effective Date

The proposal would apply to statements required to be
furnished after December 31, 1992 (determined without regard
to any extension).

b. Civil damages for fraudulent filing of information
returns

Present Law

Federal law provides no private cause of action to a
taxpayer who is injured because a false or fraudulent
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information return has been filed with the IRS asserting that
payments have been made to the taxpayer.

Description of Proposal

The proposal would provide that, if any person willfully
files a false or fraudulent information return with respect
to payments purported to have been made to another person,
the other person may bring a civil action for damages against
the person filing that return. A copy of the complaint
initiating the action must be provided to the IRS.
Recoverable damages would be the greater of $5,000 or the
amount of actual damages (including the costs of the action).
The court must specify in its judgment what the correct
amount that should have been reported on the information
return should have been (if any). An action seeking damages
under this provision would be required to be brought within
four years after the filing of the false or fraudulent
information return, or one year after discovery of the filing
of the false or fraudulent information return, whichever is
later,.

Effective Date

The proposal would apply to false or fraudulent
information returns filed after the date of enactment.

c. Requirement to verify accuracy of information returns

Present Law

Deficiencies determined by the IRS afé generally
afforded a presumption of correctness.

Description of Proposal

The proposal would provide that, in any court
proceeding, if a taxpayer asserts a reasonable dispute with
respect to any item of income reported on an information
return (Form 1099) filed by a third party and the taxpayer
has fully cooperated with the IRS, the Government shall
present reasonable and probative information concerning the
deficiency (in addition to the information return itself).
One way in which the taxpayer must cooperate with the IRS is
to bring the reasonable dispute over the item of income to
the attention of the IRS within a reasonable period of time.

Effective Date

The proposal would be effective on the date of
enactment.
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7. Modification To Penalty For Failure To Collect and
Pay Over Tax ~

a. Preliminary notice requirements

Present Law

A "responsible person" is subject to a penalty equal to
the amount of trust fund taxes that are not collected or paid
to the government on a timely basis. An individual the IRS
has identified as a responsible person is permitted an
administrative appeal on the question of responsibility.

Description of Proposal

The proposal would require the IRS to issue a notice to
an individual the IRS had determined to be a responsible
person with respect to unpaid trust fund taxes at least 60
days prior to issuing a notice and demand for the penalty.
The statute of limitations would not expire before the date
90 days after the date on which the notice was mailed. The
provision does not apply if the Secretary finds that the
collection of the penalty is in jeopardy.

Effective Date

The proposal would apply to failures occurring after the
date of enactment.

b. No penalty if prompt notification of IRS

Present Law

A responsible person may be subject to a penalty equal
to 100 percent of the amount of trust fund taxes that are not
collected and paid to the Government on a timely basis.

Description of Proposal

The proposal would provide that a responsible person who
notifies the IRS within 21 days of the failure to pay over
trust fund taxes to the Government is not liable for this
penalty, so long as the notification is made prior to the
IRS's contacting the business about the failure to pay over
the taxes, and provided that ¢ -~ person is not a significant
owner (of a S-percent or more . aterest). The proposal would
not apply if the failure to pay is part of a plan to defraud
the Government. The proposal would apply only once to a
taxpayer in that taxpayer's lifetime and once to a
corporation in its existence. The proposal could not operate
in such a way as to eliminate all responsible persons from
responsibility.




- 79-

Effective Date

The proposal would apply in the case of failures to
collect and pay over tax that occur after the date of
enactment.

c. Disclosure of certain information where more than one
person subject to penalty

Present Law

The IRS may not disclose to a responsible person the
IRS's efforts to collect unpaid trust fund taxes from other
responsible persons, who may also be liable for the same tax
liability.

Description of Proposal

The proposal would require the IRS, if requested in
writing by a person considered by the IRS to be a responsible
person, to disclose in writing to that person the name of any
other person the IRS has determined to be a responsible
person with respect to the tax liability. The IRS would be
required to disclose in writing whether it has attempted to
collect this penalty from other responsible persons, the
general nature of those collection activities, and the amount
(1f any) collected. Failure by the IRS to follow this
provision would not absolve any individual for any liability
for this penalty. : )

Effective Date

The proposal would be effective on the date of
enactment.

8. Awvarding of Costs And Certain Pees
a. Motion for disclosure of information

Present Law

A taxpayer that successfully challenges a determination
of deficiency by the IRS may recover attorneys' fees and
other administrative and litigation costs if the taxpayer
qualifies as a "prevailing party." A taxpayer qualifies as a
prevailing party if it (1) establishes that the position of
the United States was not substantially justified; (2)
substantially prevails with respect to the amount in
controversy or with respect to the most significa:: issue or
set of issues presented; and (3) meets certain net worth and
(if the taxpayer is a business) size requirements.
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Description of Proposal

The proposal would provide that once a taxpayer has
substantially prevailed, the taxpayer may file a motion for
an order requiring the disclosure (within a 60-day period) of
all information and copies of relevant records in the
possession of the IRS with respect to the taxpayer's case and
the substantial justific:«tion for the position taken by the
IRS. Disclosure under this provision would be subject to the
confidentiality restrictions of section 6103. Relevant
records would be required to be disclosed within a reasorable
period of time. The provision would not require the
disclosure of privileged or otherwise non-disclosable
information.

Effective Date

The proposal would be effective for notices made and
proceedings commenced after the date of enactment.

b. Increased limit on attorney fees

Present Law

Attorneys' fees recoverable by prevailing parties as
litigation or administrative costs are limited to a maximum
of $75 per hour.

Description of Proposal

The proposal would raise the statutory rate to $110 per
hour, indexed for inflation beginning after 1992.

Effective Date

The proposal would apply to notices made and proceedings
commenced after the date of enactment.

c. Pailure to agree to extension not taken into account

Present Law

To qualify for an award of attorney's fees, the taxpayer
must have exhausted the administrative remedies available
within the IRS. The IRS has taken the position in
regulations that attorney's fees cannot be awarded if the
taxpayer has not agreed to extend the statute of limitations.
In Minahan v. Commissioner, 88 T.C. 492 (1987), the Tax Court
held that regulation invalid insofar as it provides that a
taxpayer's refusal to consent to extend the statute of
limitations is to be taken into account in determining
whether the taxpayer has exhausted administrative remedies
available to the taxpayer.
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Description of Proposal

The proposal would provide that any failure to agree to
an extension of the statute of limitations cannot be taken
into account for purposes of determining whether a taxpayer
has exhausted the administrative remedies for purposes of
determining eligibility for an award of attorney's fees.

Effective Date

The proposal would apply to proceedings commenced after
the date of enactment.

9. Other Provisions

a. Relief from retroactive application of Treasury
Department Regulations

Present Law

Treasury may prescribe the extent (if any) to which
regulations shall be applied without retroactive effect.

Description of Proposal

Temporary and proposed regulations would be required to
have an effective date no earlier than the date of
publication in the Federal Register or the date on which any
notice substantially .describing the expected contents of such
regulation is issued to the public. This proposal may be
superseded by a legislative grant authorizing the Treasury to
prescribe the effective date with respect to a statutory
provision. The Treasury would be permitted to issue
retroactive temporary or proposed regulations to prevent
abuse of the statute. The Treasury would also be permitted
to issue retroactive temporary, proposed, or final
requlations to correct a procedural defect in the issuance of
a ‘regulation. The Treasury may provide that taxpayers may
elect to apply a temporary or proposed regulation
retroactively from the date of publication of the regulation.
Final regulations may take effect from the date of
publication of the temporary or proposed regulation to which
they relate. The proposal would not apply to any regulation
relating to internal Treasury Department policies, practices,
or procedures. Present law with respect to rulings is
unchanged.

There may be additional instances in which retroactive
application of Treasury regqulations has created undue
hardship. The proposal does not preclude the Congress from
both examining these cases and providing any appropriate
relief in the future.
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Effective Date

The proposal would apply with respect to any temporary
or proposed reqgulation published on or after July 28, 1992,
and any temporary or proposed regulation published before
Julv 28, 1992, and published as a final regulation after that
date.

b. Required content of certain notices

Present Law

The Code requires the IRS to describe the basis for and
identify the amounts of tax due, interest, penalties, and any
other additional amounts owed in the notice of deficiency
sent to taxpayers.

Description of Proposal

The proposal would require that the IRS set forth the
components of and explanation for each specific adjustment
that is the basis for the total tax deficiency. An
inadequate description would not invalidate the notice.

Effective Date

The proposal would apply to notices sent after the date
six months after the date of enactment.

c. Treatment of substltute returns for purposes of the
penalty for failure to pay taxes

Present Law

Section 6651(a)(2) provides that the IRS may assess a
penalty for failure to pay tax from the due date of the
return until the tax is paid. 1If no return is filed by the
taxpayer and the IRS files a substitute return under section
6020, the tax on which the penalty is measured is considered
a deficiency assessable under section 6212 or 6213, and the
failure to pay penalty begins to accumulate ten days after
the IRS sends the taxpayer a notice and demand for payment of
the tax.

Description of Proposal

The proposal would apply the failure to file penalty to
substitute returns in the same manner as the penalty applies
to delingquent filers.
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Effective Date

The proposal would apply in the case of any return -n~e
due date fcr which (determined without regard to extensions)
is after the date of enactment.

d. Unauthorized enticement of information disclosure

Present Law

There is no statutory disincentive for enticing a tax
professional to disclose information about clients in
exchange for forgiving the taxes of the professional.

Description of Proposal

If any officer or employee of the United States
intentionally compromises the determination or collection of
any tax due from an attorney, certified public accountant, or
enrolled agent representing a taxpayer in exchange for
information conveyed by the taxpayer to the attorney,
certified public accountant or enrolled agent for purposes of
obtaining advice concerning the taxpayer's tax liability,
such information shall not be admissible in any judicial
proceeding. In addition, the taxpayer may bring a civil
action for damages against the United States in a district
court of the United States. Upon a finding of liability,
damages shall equal the lesser of $500,000 or the sum of (i)
actual economic damages sustained by the taxpayer as a
proximate result of the information disclosure and (ii) the
costs of the action. These remedies shall not apply to
information conveyed to an attorney, certified public
accountant or enrolled agent for the purpose of perpetrating
a fraud or crime.

Effective Date

The proposal would apply to actions taken after the date
of enactment.

10. PForm Modifications
a. Explanation of certain provisions

Present Law

Section 6159 authorizes the IRS to enter into written
installment agreements with any taxpayer. Section 7122
authorizes the IRS to accept offers in compromise from
taxpayers in certain situations. Section 6161 authorizes the
IRS to extend the time for payment of tax. :
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Description of Proposal

The proposal would require the IRS to take such actions
as may be appropriate (including improved publicity) to
ensure that taxpayers are aware of the availability of
installment agreements, offers in compromise, and the
extension of time to pay tax. The IRS would be required to do
so in both the income tax return instructions and collection
notices.

Effective Date

The proposal would be effective on the date of
enactment.

b. Improved procedures for notifying IRS of change of
address or name

Present Law

Generally, the IRS posts the new address of a taxpayer
only upon the filing of the subsequent tax return which
contains a new address or if the taxpayer submits a Form
8822, Change of Address, to the IRS.

Description of Proposal

The proposal would require the IRS to provide improved
procedures for taxpayers to notify the IRS of changes in
names or addresses. In addition, the proposal would require
that the IRS institute procedures before 1993 for the timely
updating of all IRS records with change of address
information provided to the IRS by taxpayers.

Effective Date

. The proposal would be effective on the date of
enactment.

c. Rights and responsibilities of divorced individuals

Present Law

The IRS provides information on the rights and
responsibilities of divorced individuals in Publication 504,
Tax Information for Divorced or Separated Individuals. This
publication is not as widely utilized as Publication 1, Your

Rights As a Taxpayer.
Description of Proposal

The proposal would require the IRS to include a section
on the rights and responsibilities of divorced individuals in
Publication 1, Your Rights As a Taxpayer.
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Effective Date

The proposal would be effective on the date of
enactment.

d. Penalties relating to failure to collec: and pay over tax
i. Public information requirements

_ Present Law

Under section 6672, a "responsible person” is subject to
a penalty equal to the amount of trust fund taxes that are
not collected and paid to the Government on a timely basis.

Description of Proposal

The proposal would require the IRS to print warnings on
payroll tax deposit coupon books and appropriate tax returns
indicating that certain employees may be liable for this
penalty, and to develop a special information packet relating
to this penalty.

Effective Date

The proposal would be effective on the date of
enactment.

ii. Board members of tax-exempt organizations

Present Law

Under section 6672, "responsible persons" of tax-exempt
organizations are subject to a penalty equal to the amount of
trust fund taxes that are not collected and paid to the
Government on a timely basis.

Description of Proposal

The proposal would clarify that the section 6672
responsible person penalty is not to be imposed on volunteer,
unpaid members of any board of trustees or directors of a
tax-exempt organization to the extent such members are solely
serving in an honorary capacity, do not participate in the
day-to-day or financial activities of the organization, and
do not have actual knowledge of the failure. The proposal
could not operate in such a way as to eliminate all
responsible persons from responsibility.

The proposal would require the IRS to develop materials
to better inform board members of tax-exempt organizations
(including voluntary or honorary members) that they may be
treated as responsible persons. The IRS would be required to
make such materials routinely available to tax-exempt
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organizations. The proposal also would require the IRS tc
clarify its instructions to IRS employees on application of
the responsible person penalty with regard to honorary or
volunteer members of boards of trustees or directors of
tax-exempt crganizations.

Effective Date

The proposal would be effective on the date of
enactment.

iii. Prompt notification

Present Law

The IRS is not required to notify promptly taxpayers who
fall behind in depositing trust fund taxes.

Description of Proposal

The proposal would require the IRS, to the maximum
extent practicable, to notify all taxpayers with delinguent
taxes described under section 6672 of the Code within 30 days
after the return was filed reflecting the delinquency or
after the date on which the first indication that there has
been a failure to make a timely and complete deposit. If the
taxpayer is an entity, the Secretary shall notify the entity
and the entity shall be required to notify, within 15 days of
such notification by the Secretary, all officers, general
partners, trustees or other managers of the failure to make a
timely and complete deposit. Failure to provide this notice
would not absolve any individual from any liability for this
penalty.

Effective Date

.. The proposal would be effective on the date of
enactment.

e. Required notice to taxpayers of certain payments

Present Law

If the IRS receives a payment without sufficient
information to properly credit it to a taxpayer's account,
the IRS may attempt to contact the taxpayer. If contact
cannot be made, the IRS places the payment in an unidentified
remittance file.

Description of Proposal

The proposal would require the IRS to make reasocnable
efforts to notify, within 60 days, those taxpayers who have
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made payments which the IRS cannot associate with any
outstanding tax liability.

Effective Date

The proposal would be effective on the date of
enactment.

1l. Studies
a. Pilot program for appeal of enforcement actions

Present Law

A taxpayer who disagrees with an IRS collection action
generally can only appeal to successively higher levels of
management in the Collection Division. Certain cases
involving the 6672 penalty, offers-in-compromise, and
employment tax issues may, however, be appealed to the
Appeals Division.

Description of Proposal

The proposal would require the IRS to establish a
one-year pilot program to evaluate the merits of allowing an
independent appeal, by the taxpayer, to the Appeals “ivision
of enforcement actions (including lien, levy, and se.zure
actions) where the deficiency was assessed without the actual
knowledge of the taxpayer, where the deficiency was assessed
without an opportunity for administrative appeal, and in
other appropriate circumstances. i

Effective Date

The IRS would be required to report to the tax-writing
committees by June 30, 1993, on the effectiveness of this
pilot program.

b. Study on taxpayers with special needs

Present Law

The IRS is responsible for providing timely and accurate
assistance to taxpayers who want to comply with Federal tax
laws. .

Description of Proposal -

The proposal would require the IRS to conduct a study of
ways to assist the elderly, physically impaired,
foreign-language speaking, and other taxpayers with special
needs to comply with the tax laws.
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Effective Date

The report (and any recommendations) would be required
to be submitted to the tax-writing committees by June 30,
1993.
c. Reports on taxpayer rights education program

Present Law

The IRS is currently conducting a program to educate
revenue officers concerning the rights of taxpayers.

Description of Proposal

The proposal would require the IRS to report to the
tax-writing Committees on its taxpayer rights education
program for its officers and employees, including the scope
and content of the program, and on the effectiveness of the
program.

Effective Date

The report on the scope and content of the
taxpayer-rights education program would be required to be
submitted to the tax-writing committees by April 1, 1993, and
the report on the effectiveness of the program would be
required to be submitted by June 30, 1993.

d. Biennial reports on misconduct By IRS employees

Present Law

As mandated by the Inspector General Act, every six
months the Inspector General of the Department of the
Treasury receives information from the IRS for the Secretary
of the Treasury's semiannual report to Congress on employee
misconduct. The Inspector General Act, in part, requires
that these reports include summary information and
descriptions of significant investigative activities and a
summary of matters referred to prosecuting authorities and
the prosecutions and convictions that have resulted.

Description of Proposal

The proposal would require the IRS to report to the
tax-writing committees every two years on all cases involving
complaints about IRS employee misconduct and on the
disposition of those complaints.

Effective Date

The first report would be required to be submitted
during June 1993.
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e. Study of notices of deficiency

Present Law

Under section 6212, the IRS is required to send a notice
of tax deficiency to taxpayers by registered or certified
mail. *

Description of Proposal

The proposal would require the GAO to study the
effectiveness of current IRS efforts to notify taxpayers with
regard to tax deficiencies under section 6212, the number of
registered or certified letters and other notices returned to
the IRS as undeliverable, any follow-up action taken by the
IRS to locate the taxpayers, the effect that failures to
receive actual notice have on taxpayers, and recommendations
on how the IRS can better notify taxpayers of tax
deficiencies.

Effective Date

The report and recommendations would be required to be
furnished by June 30, 1993.

f. Notice and form accuracy study

Present Law

The IRS is responsible for providing accurate and
instructive notices, forms, and instructions to taxpayers to
assist them in complying with Federal tax laws.

Description of Proposal

The proposal would require the GAO to study annually the
accuracy of 25 of the most commonly used IRS forms, notices,
and publications. 1In conducting its review, the GAO would be
required to seek and consider the comments of organizations
representing taxpayers, employers, and tax professionals.

Effective Date

The initial report (and any recommendations) would be
required to be submitted to the tax-writing committees by
June 30, 1993.

g. IRS employees' suggestions study

Present Law

The IRS maintains several programs to encourage and
reward employees who make suggestions for improving the
administration of the tax system.
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Description of Proposal

et

The proposal would require the GAO to conduct a review
of the IRS employee suggestion programs. The study would be
required to include a review of all suggestions that were
accepted and rewarded by the IRS, an analysis as to how many
of these suggestions were implemented, and why the remaining
suggestions were not implemented.

Effective Date

The report (and any recommendations) would be required
to be submitted to the tax-writing committees by June 30,
1993.



VII. PROVISIONS RELATING TO CONTRIBUTIONS TO CHARITIES

A. Repeal Application of Minimum Tax to Gifts of All
Appreciated Property

Present Law

In computing taxable income, a taxpayer who itemizes
deductions generally is allowed to deduct the fair-market
value of property contributed to a charitable organization.
However, in the case of a charitable contribution of
inventory or other ordinary-income property, short-term
capital gain property, or certain gifts to private
foundations, the amount of the deduction generally is limited
to the taxpayer's adjusted basis in the property. 1In the
case of a charitable contribution of tangible personal
property, a taxpayer's deduction is limited to the adjusted
basis in such property if the use by the recipient charitable
organization is unrelated to the organization's tax-exempt
purpose (sec. 170(e)(1)(B)(i)).

For purposes of computing alternative minimum taxable
income (AMTI), the deduction for charitable contributions of
capital gain property (real, personal, or intangible) is
disallowed to the extent that the fair-market value of the
property exceeds its adjusted basis (sec. 57(a)(6)).

However, in the case of a contribution made in a taxable year
beginning in 1991 or ‘made before July 1, 1992, in a taxable
year beginning in 1992, this rule does not apply to
contributions of tangible personal property.

Description of Proposal

Permanent AMT relief for donated appreciated property

The proposal would permanently repeal section 57(a)(6).
Thus, the difference between the fair-market value of donated
appreciated property (real, personal, or intangible property)
and the adjusted basis of such property would not be treated
as a tax preference item for alternative minimum tax (AMT)
purposes. Taxpayers would be allowed to claim for all
charitable contributions the same deduction for both regular
tax and AMT purposes.

Treasury report on advance valuation procedure

As provided for in H.R. 3040 (as reported by the
Committee), the Treasury Department is directed to report to
Congress not later than one year after enactment on the
development of a procedure under which taxpayers could elect
to seek an agreement with the IRS as to the value of tangible
personal property prior .> the donation of such property to a
qualifying charitable organization, -ncluding the setting of
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possible threshold amounts for claimed value (and the payment
of fees by taxpayers), possible limitations on applying the
procedure only to items with significant artistic or cultural
value, and recommendations for legislative action needed to
implement the proposed procedure.

Effective Date

The proposal would be effective for contributions made
in calendar years ending on or after December 31, 1992. The
Secretary of the Treasury would be required to report to
Congress not later than one year after enactment on the
development of an advance valuation procedure for certain
charitable contributions of tangible personal property.
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B. Allocation and Apportionment of Deductions for Charitable
Contributions

Present Law

The credit for foreign income taxes is limited to the
amount of U.S. tax otherwise payable on foreign source
taxable income. (This is known as the foreign tax credit
limitation.) The foreign tax credit is no: available against
U.S. tax on U.S. source taxable income. A shift in the
source of net income from foreign to U.S. may increase net
U.S. tax for some taxpayers by reducing the foreign tax
credit limitation.

To compute the foreign tax credit limitation, foreign
source taxable income is computed by (1) determining the
items of gross income that are from foreign sources, and then
(2) subtracting from those items the portion of the
taxpayer's deductions that is allocated or apportioned to
foreign source gross income. A shift in the allocation or
apportionment of expenses from U.S. source to foreign source
gross income decreases foreign source taxable income. This
decrease may increase U.S. tax by reducing the foreign tax
credit limitation. ’

Deductions for expenses that cannot definitely be
allocated to some item or class of gross income must be
apportioned ratably between gross income from U.S. sources
and gross income from foreign sources. In additior, for a
taxpayer that is a member of an affiliated group, expenses
that are not directly allocated or apportidned to any
specific income producing activity generally must be
allocated and apportioned under a so-called "one-taxpayer
rule"--that is, as if all of members of the affiliated group
were a single corporation. Charitable contribution
deductions generally are treated as not definitely related to
any gross income or income producing activity, and therefore
are ratably apportioned and subject to the one-taxpayer rule.

Description of Proposal

Under the proposal, taxpayers would be permitted to
apportion 55 percent of their otherwise-allowable charitable
contribution deductions to gross income from U.S. sources,
and the remaining 45 percent of such deductions would be
apportioned ratably, as under present law, between U.S.
source gross income and foreign source gross income. Also as
under present law, all corporations included in an affiliated
group would be treated as a single corporation for purposes
of the apportionment of charitable contribution deductions.
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Effective Date

The proposal would be effective for charitable
contributions made on or after July 1, 1993.
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C. Substantiation and Information Disclosure Requirements for
Certain Charitable Contributions

Present Law

An individual taxpayer who itemizes deductions must
separately state (on Schedule A to the Form 1040) the
aggregate amount of charitable contributions made by cash or
check and the aggregate amount made by donated property other
than cash or check.

A taxpayer is not required to provide specific
information on his or her return regarding a claimed
charitable contribution made by cash or check; nor in such a
case is a donee organization required to file an information
return with the IRS, regardless of the amount of cash or
check involved. However, taxpayers must provide certain
information (on Form 8283) if the amount of the claimed
contribution for all noncash contributions exceeds $500.

A payment (regardless of whether it is termed a
"contribution") in exchange for which the payor receives an
economic benefit is not deductible under section 170, except
to the extent that the taxpayer can demonstrate that the
payment exceeded the fair—Tarket value of the benefit
received from the charity.

Deécription of Proposal

The proposal would include the folloy@ng two parts:

1 See Rev. Rul. 67-246, 1967-2 C.B. 104.

Under current IRS practice, certain small items and token
benefits (e.g., key chains and bumper stickers) that have
insubstantial value are disregarded, such that the full
amount of the contribution is deductible. Rev. Proc. 90-12,
1990-1 C.B. 471, provides that tokens or benefits given to
the donor in connection with a contribution will be
considered to have insubstantial value if (1) the payment
occurs in the context of a fundraising campaign in which the
charity informs patrons how much of their payment is a
deductible contribution, and (2) either (a) the fair-market
value of all the benefits received in connection with the
payment is not more than 2% of the payment, or $50, whichever
is less, or (b) the payment made by the patron is $25 or more
(adjusted for inflation) and the only benefits received in
connection with the payment are token items (e.g., key chains
or mugs) which bear the organization's name or logo and which
(in the aggregate) are within the limits for "low-cost items"
under section 513(h)(2).
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(1) Substantiation requirement.--No deduction would be
allowed under section 170 for any contribution of $100 or
more unless the taxpayer has written substantiation from the
donee organization of the contribution (including an
indication of the value of any good or service that has been
provided to the donor in exchange for making the gift to the
donee).

This proposal would not impose an information reporting
requirement upon charities, but would place the’
responsibility upon taxpayers who claim an itemized deduction
for a contribution of $100 or more to request (and maintain
in their records) substantiation from the charity of their
contribution (and any good or service received in exchange).
Taxpayers could not simply rely on a cancelled check as
substantiation for a donation in excess of $100.

The substantiation would have to be obtained by the
taxpayer prior to filing his or her return for the taxable
year in which the contribution was made (or if earlier, the
due date, including extensions, for such return).
Substantiation would not be required if the donee
organization files a return with the IRS (in accordance with
Treasury regulations) that provides information sufficient to
substantiate the amount of the deductible contribution.

(2) Information disclosure for quid pro guo
contributions.--Charitable organizations that receive gquid
pro guo contributions (meaning a payment made partly as a
contribution and partly in consideration for goods or
services furnished to the donor) would be required to inform
donors of a good faith estimate of the value of goods or
services furnished to the donor and the net amount of the
contribution that is deductible as a charitable contribution.

The disclosure requirement would apply to all quid pro
guo contributions regardless of the dollar amount of the
contribution involved (i.e., even in cases with donations
less than $100), and the disclosure would have to be made by
the charity in connection with either the solicitation or
receipt of the contribution. However, the proposal would not
apply if de minimis, token goods or services are given to a
donor (see Rev. Proc. 90-12, discussed above), nor would it
apply to transactions that have no donative element (e.qg.,
sales of goods by a museum gift shop that are not, in part,

2 In the case where a taxpayer makes a noncash contribution,
the taxpayer would be required to obtain from the charity a
receipt that describes the donated property (and indicates
whether any good or service was given to the taxpayer in
exchange), but the proposal would not require the charity to
value the property it receives.
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Penalties ($10 per contribution, but cagpped at $5,000
per fundraising event or mailing) would be imposed upon
charities that fail to make the required disclosure, unless

the failure was due to reasonable cause.

Effective Date

The proposal would be effective for contributions made
on or after January 1, 1993.
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D. Corporate Sponsorship Payments Received by Tax-exempt
Organizations In Connection With Public Events

Present Law

Although exempt from Federal income tax, tax-exempt
organizations generally are subject to the unrelated business
income tax (UBIT) on_income derived from a trade or business
regularly carried on” that is not substantially related to
the performance of the organization's tax-exempt functions
(secs. 511-514). Contributions or gifts received by
tax-exempt organizations generally are not subject to the
UBIT. However, present-law section 513(c) provides that an
activity (such as advertising) does not lose its identity as
a separate trade or business merely because, it is carried on
within a larger complex of other endeavors. If a tax—-exempt
organization receives sponsorship payments in connection with
conducting a public event, the solicitation and receipt of
such sponsorship payments may be treated as a separate
activity. The Internal Revenue Service (IRS) has taken the
position that, under some circumstanges, such sponsorship
payments may be subject to the UBIT.

Description of Proposal

Under the proposal, a sponsorship payment received by a
tax-exempt organization dgscribed in paragraph (3), (4), (5),
or (6) of section 501(c),” in connection with the

3 In determining whether a trade or businégss is regularly
carried on, regard must be had to the frequency and
continuity with which the business activities are conducted
and the manner in which such activities are pursued.

Specific business activities of a tax-exempt organization
will ordinarily be deemed to be regularly carried on if they
manifest a frequency and continuity, and are pursued in a
manner, generally similar to comparable commercial activities
of taxable entities. See Treas. Reg. sec. 1.513-1(c)(1l).

4 gsee United States v. American College of Physicians, 475
U.S. 834 (1986) (holding that activity of selling advertising
in medical journal was not substantially related to the
organization's exempt purposes and, as a separate business
under section 513(c), was subject to tax).

5 See Announcement 92-15, 1992-5 I.R.B. 51 (announcing
proposed audit guidelines dlstxngulshlng sponsorship payments
in return for which there is mere acknowledgment of
sponsor--and thus no UBIT liability--in contrast to
sponsorship payments in return for which substantial economic
benefits are conferred upon the sponsor and UBIT liability
may be asserted by the IRS).




organization's conduct of a public event would be excluded
from the UBIT, provided that --

(1) in return for making the sponsorship payment, the
sponsor receives no substantial return benefit other than
affiliation with the event of the sponsor's name or logo (but
not advertising or promotion of particular products or
servics=s offered by the sponsor to the public);

(2) substantially all of the activities that are part of
the underlying event are exempt from the UBIT (i.e., the
event is substantially related to the organization's
tax-exempt purpose, it is not regularly carried on, the work
is performed by volunteers, or another present-law UBIT
exception applies); and

(3) the net proceeds from the event are used for
charitable purposes described in section 170(c)(2)(B).

Examples of public events that would be governed by the
proposal include intercollegiate athletic events, concerts,
museum exhibitions, fine-arts festivals, and golf tournaments
(provided that the other requirements of the proposal are
satisfied). No inference would be intended as to the tax
treatment under present-law rules of sponsorship payments not
governed by the proposal, or sponsorship payments received in
connection with events held prior to the date of enactment.

Effective Date

The proposal would be effective for sponsorship payments
received in connection with events conducted after the date
of enactment.

6 1n addition, State colleges and universities described in
section 511(d)(2)(B) would be eligible for the UBIT exception
provided for by the proposal.
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VIII. SIMPLIFICATION PROVISIONS
Subpart A. Employee Benefits Simplification
A. Distributions
1. 1Income averaging

Description of Proposal

The proposal would repeal S5-year forward income
averaging for lump-sum distributions. The proposal would
retain the special grandfather rules under the Tax Reform Act
of 1986 for individuals who had attained age 50 by January 1,
1986.

Effective Date

Distributions after December 31, 1992.
2. §$5,000 death benefit exclusion

Description of Proposal

The proposal would repeal the exclusion from gross
income of up to $5,000 of employer-provided death benefits.

Effective Date

The proposal would be effective for distributions after
December 31, 1992.

3. Recovery of basis

Description of Proposal

The proposal would provide that the portion of an
annuity distribution from a qualified retirement plan that
represents nontaxable return of basis generally is determined
under a method similar to the present-law simplified
alternative method provided by the Internal Revenue Service
(IRS Notice 88-118). However, the simplified method would
not apply if the primary annuitant has attained age 75 on the
annuity starting date unless there are at least 5 years of
guaranteed payments under the annuity.

Effective Date

The proposal would be effective for annuity starting
dates after December 31, 1992.
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4. Minimum required distributions

Description of Proposal

The proposal would provides that, except in the case of
5-percent owners of an employer and IRA owners, distributions
are required to begin by the April 1 of the calendar year
following the later of the Ealendar year in which (1) the
employee attains age 70-1/2" or (2) the employee retires. As
under present law, distributions to 5-percent owners and IRA
owners would be required to begin by the April 1 following
the year in which the individual attains age 70-1/2.

The benefits of participants who continue to work for an
employer after attaining age 70-1/2 would be required to be
actuarially increased to take into account the period after
age 70-1/2 during which the employee receives no benefits
under the plan.

Effective Date

Years beginning after December 31, 1993.
B. Increased Access
1. Plans targeted to smallibusinesses
a. Simplified'employee pensions (SEPs)

Description of Proposal

Salary reduction SEPs

- The proposal would provide that employers with 100 or
fewer employees may maintain salary reduction SEPs and
repeals the 50-percent participation requirement for such
SEPs. The safe harbors available to qualified cash or
deferred arrangements under the proposal would apply to
salary reduction SEPs if employees are notified of the
provisions of the SEP.

Eligibility requirements

The proposal would replace the 3-out-of-5 years service
requirement under present law with a requirement that
employees who have at least 1 year of service must be
eligible to participate.

1 Age 70-1/2 would be changed to age 70 under another
provision of the bill, described below.
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Effective Date
Years beginning after December 31, 1992.

b. Private retirement incentives matched by employers
(PRIME) accounts

Description of Proposal

The proposal would create a simplified retirement plan
for small business called the private retirement incentives
matched by employers (PRIME) account. A PRIME account would
be an individual retirement plan with respect to which
employees could make elective pre-tax contributions of up to
$3,000 per year, with a 100 percent employer match up to 3
percent of the employee's compensation. No nondiscrimination
rules would apply to PRIME accounts. An employer could
maintain PRIME accounts or SEPs for its employees, but not
both.

Only employers who normally employ fewer than 100
employees and who do not maintain a qualified plan could
establish PRIME accounts for their employees. All employees
of the employer who are reasonably expected to work at least
1,200 hours during the year would be eligible to participate
in the PRIME account. All contributions to an employee's
PRIME account would be fully vested. Simplified reporting
requirements would apply.

Effective Date

The proposal would be effective for §ears beginning
after December 31, 1993.

2. Repeal of limitation on ability of tax-exempt employers
to maintain cash or deferred arrangements

Description of Proposal

The proposal would permit tax-exempt organizations other
than State or local governments (including Indian tribes) to
maintain qualified cash or deferred arrangements for its
employees.

Effective Date

Years beginning after December 31, 1992.
3. Duties of master and prototype plan sponsors

Description of Proposal

The proposal would authorize the IRS to define the
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duties of organizations that sponsor master and prototype,
regional prototype, and other preapproved plans. Th=
proposal would also provide that the Secretary could relax
the rules prohibiting cutbacks in accrued benefits when an
employer replaces an individually designed plan with a
preapproved plan.

Effective Date

The proposal would be effective January 1, 1993.
C. Nondiscrimination Provisions
1. Modification to definition of leased employee

Description of Proposal

The proposal would replace the "historically performed"
test with a new rule defining who must be considered a leased
employee. Under the proposal, an individual would not be
considered a leased employee unless the services are
performed under the control of the service recipient.

Effective Date

Years beginning after December 31, 1983. 1In those
specific situations where the Internal Revenue Service has
ruled that service relationships do not involve "leased
employees" under the test of present law requiring the
services to be of a type historically performed in the
business field of the recipient by employees, the recipients
of those rulings may continue to rely on them.

2. Definition of highly compensated employee and family
aggregation rules ,

Description of Proposal

The proposal would provide that an employee is highly
compensated if the employee (1) was a 5-percent owner during
the year or the preceding year, or (2) had compensation for
the preceding year in excess of the compensation limit for
the preceding year. The compensation limit would be $50,000
(indexed). As under present law, the dollar limit in effect
for 1992 would be $62,345. If no employee is treated as
highly compensated under this rule, the highest paid officer
would be treated as highly compensated except (1)
for purposes of applying the nondiscrimination requirements
applicable to qualified cash or deferred arrangements (sec.
401(k)) and employer matching and after-tax employee
contributions (sec. 401(m)), and (2) for plans maintained by
State and local governments and tax-exempt organizations.

The proposal would repeal the present-law rule that
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provides that certain family members are aggregated and
treated as a single highly compensated employee.

Effective Date

The proposal would be effective for years beginning
after December 31, 1993.

3. Simplification of nondiscrimination tests relating to
qualified cash or deferred arrangements, matching
contributions, and after—tax employee contributions

Description of Proposal

a. Qualified cash or deferred arrangements

The proposal would add an alternative safe harbor method
of satisfying the special nondiscrimination test for
qualified cash or deferred arrangements. Under the proposal,
the nondiscrimination test would be deemed to be satisfied if
the employer either (1) makes a nonincreasing matching
contribution on behalf of each nonhighly compensated employee
of at least (a) 100 percent of the employee's elective
contributions up to 3 percent of compensation and (b) 50
percent of the employee's elective contributions up to 6
percent of compensation, or (2) makes a nonelective
contribution to a defined contribution plan of at least 3
percent of each nonhighly compensated employee's
compensation, without regard to whether the employee elects
to contribute to the cash or deferred arrangement.

The matching contributions and the nonelective
contributions would be required to be 100-percent vested. 1In
addition, the employer would be required to notify employees
of the employees' rights and obligations under the
arrangement.

In applying the present-law nondiscrimination test, the
amount that highly compensated employees can defer in a year
would be based on the previous year's average deferral
percentage (ADP) for nonhighly compensated employees. A
special rule would apply in the first year a cash or deferred
arrangement is maintained. A corresponding change would be
made to the nondiscrimination test applicable to employer
matching and after-tax employee contributions.

The proposal would also modify the method of determining
excess contributions under the present-law nondiscrimination
test. Under the proposal, excess contributions would be
allocated among highly compensated employees beginning with
the employees with the highest dollar amount of
contributions.
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b. Employer matching contributions

Under the proposal, the special nondiscrimination test
for employer matching contributions (but not for after-tax
employee contributions) would be deemed satisfied if (1) the
plan meets the nonelective contribution or matching
contribution requirements applicable to the cash or deferred
arrangement safe harbor, (2) employees are notified of the
plan, (3) matching contributions are not made with respect to
employee contributions of elective deferrals in excess of 6
percent of compensation, and (4) the level of an employer's
matching contribution does not increase as employee's
contributions or elective deferrals increase.

Effective Date

The proposal would apply to years beginning after
December 31, 1993.

4. Modification of additional participation requirements

Description of Proposal

The proposal would provide that the minimum
participation rule (sec. 40l1(a)(26)) applies only to defined
benefit plans (not defined contribution plans). Under the
proposal, a plan would not be a qualified plan unless the
plan, on each day of the plan year, benefits no fewer than
the lesser of 25 employees or 40 percent of all employees of
the employer. However, a plan maintained by an employer with
only 2 employees would be required to cover both.

For purposes of the rule that permits the minimum
participation requirement to be satisfied separately with
respect to each line of business of an employer, an employer
could demonstrate that a separate line of business exists
even 1f that line of business employs less than 50 employees.

Effective Date

The proposal would apply to years beginning after
December 31, 1991. An employer could elect to apply the
provision modifying the minimum participation rule as if
included in the Tax Reform Act of 1986.

5. Election to treat base pay as compensation

Description of Proposal

The proposal would provide that an employer may elect to
define compensation as an employee's base pay. This election
would be required to apply to all employees of the employer,
and could be revoked only with permission of the Secretary.
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Effective Date

The proposal would apply to years beginning after
December 31, 1993.

6. Uniform retirement age

Description of Proposal

Provide that, for purposes of the general
nondiscrimination rule (sec. 40l1(a)(4)), the social security
retirement age (as defined under sec. 415(b)(8)) is treated
as a uniform retirement age, and that subsidized early
retirement benefits and joint and survivor annuities that are
based on social security retirement age are treated as being
available on the same terms.

Effective Date

Years beginning after December 31, 1992.

D. Miscellaneous Pension Simplification
1. Cost-of-living adjustments

Description of Proposal

The proposal would provide that the adjustments with
respect to a year are based on the increase in the applicable
index as of the close of the calendar quarter ending
September 30 of the preceding year. Thus, adjusted dollar
limits would be published before the beginning of the year to
which they apply. Also, dollar limits would generally be
rounded to the nearest $1,000, except that the limits that
relate to elective deferrals and elective contributions to a
simplified employee pension plan (SEP) would be rounded to
the nearest $100.

Effective Date

The proposal would apply to years beginning after
December 31, 1992.

2. Half-year requirements

Description of Proposal

The proposal would change age 70-1/2 to age 70, and age
59-1/2 to age 59 for purposes of the qualified plan rules.

Effective Date
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Years beginning after December 31, 1992.
3. Plans for self-employed individuals

Description of Proposal

The proposal would eliminates the special aggregation
rule for plans maintained by self-employed individuals.

Effective Date

Years beginning after December 31, 1992.
4. Contributions on behalf of disabled employees

Description of Proposal

Under present law, an employer may elect to continue
making contributions on behalf of employees other than highly
compensated employees who become disabled. The proposal
would extend extends present-law treatment to disabled highly
compensated employees if continuing contributions to the plan
are available to all disabled participants. The employer
would not be required to make an election to have the special
rule apply. '

Effective Date

Years beginning dfter December 31, 1992.
5. Affiliation requirements for employers jointly
maintaining a voluntary employees' beneficiary association
(VEBAs) '

Description of Proposal

The proposal would provide that employers are affiliated
for purposes of the VEBA requirements under Treasury
regqulations if (1) the employers are in the same line of
business, (2) the employers act jointly to perform tasks that
are integral to the activities of each of the employers, (3)
these joint activities are sufficiently extensive that
maintenance of a common VEBA is not a major part of such
joint activity, and a substantial number of the employers who
contribute to the VEBA are exempt from tax under the Internal
Revenue Code.

Effective Date

The provision is intended to be a clarification of
present law, and would apply to years beginning before, on,
or after the date of enactment.
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6. In-service distributions from rural cooperative plans

Description of Proposal

The proposal would conform the rules for distributions
from cash or deferred arrangements maintained by rural
cooperatives to the rules applicable to other cash or
deferred arrangements by Bermitting distributions after the
attainment of age 59-1/2. .

Effective Date

Effective as if included in section 1011(k)(9) of the
Technical and Miscellaneous Revenue Act of 1988.

7. Inclusion of union employees for coverage testing

Description of Proposal

Provide that employers may elect to take employees
covered by a collective bargaining agreement into account in
applying the coverage tests to a nonunion plan (sec. 410(6)),
in applying the general nondiscrimination rule to a nonunion
plan (sec. 401(a)(4)), and in determining separate lines of
business (sec. 414(a)) if the union employees benefit under
the same plan on the same terms,

Effective Date

Years beginning after December 31, 1992.

8. Use of excess assets of black lung benefit trusts for
retire health care benefits

Description of Proposal

Allow excess assets in qualified black lung benefit
trusts to be used to pay accident and health benefits or
premiums for insurance for such benefits (including
administrative and other incidental expenses relating to such
benefits) for retired coal miners and their spouses and
dependents. The amount of assets available for such purpose
would be subject to a yearly limit as well as an aggregate
limit. The yearly limit would be the amount of assets in
excess of 110 percent of the present value of the liability
for black lung benefits determined as of the close of the
preceding taxable year of the trust. The aggregate limit
would be the amount of assets in excess of 110 percent of the
present value of the liability for black lung benefits

2 Age 59-1/2 would be changed to age 59 under another
provision of the bill, described above.




_/09-

determined as of the close of the taxable year of the trust
ending prior to the effective date, plus earnings thereon.
Each of these determinations would ce required to be made by
an independent actuary.

The amounts used to pay retiree accident or health
benefits would not be includible in the income of the o
company, nor would a deduction be allowed for such amounts.

Effective Date

Taxable years beginning after December 31, 1991.
9. PFull-funding limitation of multiemployer plans

Description of Proposal

The proposal would provides that multiemployer plans are
not subject to the 150 percent of current liability full
funding limitation under the Internal Revenue Code and that
an actuarial valuation need only be performed every 3 years
in the case of a multiemployer plan.

Effective Date

Years beginning after December 31, 1991.
10. Special coverage rule for airline pilots

Description of Proposal

Extend the present-law treatment of plans maintained for
union pilots to plans maintained for nonunion pilots who are
employed by one or more common carriers or by carriers
transporting mail for, or under contract with, the United
States Government.

Effective Date

Vears beginning after December 31, 1992.
11. Alternative full funding limitation

Description of Proposal

The provision would provide that an employer may elect
to disregard the 150 percent of current liability full
funding limitation if each plan in the employer's controlled
group is not top heavy and the average accrued liability of
active participants is at least 80 percent of the plan's
total accrued liability (the "alternative full funding
limitation"). The Secretary would be required to adjust the
150 percent of current liability full funding limitation (but
not below 140 percent) for employers that do not use the



-/10-

alternative full funding limit to ensure that the election by
employers to disregard the 150-percent limit does not result
in a substantial reduction in Federal revenues for any fiscal
year.

Employers electing to apply the alternative limitation
must notify the Secretary by January 1 of the calendar year
preceding the calendar year in which the election period
begins. In the case of any election period beginning on or
after July 1, 1992, and before January 1, 1994, the notice
requirement is deemed satisfied if the Secretary is notified
of the election by October 31, 1992. 1In addition, the
Secretary is required, by January 1, 1993, to notify defined
benefit plans that have not made an election to apply the
alternative limitation of any adjustment to the 150-percent
full funding limitation required under the provision.

To the extent a defined benefit plan sponsc: makes a
contribution to a defined benefit plan with respect to the
election period that exceeds the full-funding limitation, as
adjusted by the Secretary for the transition period, the
sponsor is required to offset the excess contribution against
allowable contributions to the plan in subsequent quarters in
the taxable year of the sponsor. If no subsequent
contributions may be made for the taxable year, the trustee
of the plan must return the excess contribution to the
sponsor in that taxable year or the subsequent taxable year.

Effective Date

The provision would be effective on the date of
enactment. ’ ;

12. Establish commission on retirement income policy

Description of Proposal

Establish a commission to study national retirement
incdome policy. The commission would be directed to submit a
report to the Congress by Labor Day 1994, the 20th
anniversary of the enactment of the Employee Retirement
Income Security Act of 1974.

Effective Date

Date of enactment.
13. Date for adoption of plan amendments

Description of Proposal

The proposal would provide that if any provision of the
bill requires a plan amendment, the amendment is not required
to be made before the first plan year beginning on or after
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January 1, 1995, if (1) during the period after the provision
takes effect, the plan is operated in accordance with the
requirements of the provision, and (2) the plan amendment
applies retroactively to the provision's effective date.

Effective Date

Date of enactment.

14. Modification to limits on contributions and benefits for
governmental plans

Description of Proposal

The proposal would make a number of modifications to the
limits on contributions and benefits as applied to plans
maintained by State and local governments. The proposal
would exempt participants of State and local government
defined benefit plans from the 100 percent of high 3-year
average compensation limitation. Also, benefits provided
under a "qualified excess benefit arrangement” (which is
treated as a nonqualified deferred compensation plan for tax
purposes) would not be taken into account for purposes of
applying the limits on contributions and benefits. Survivor
and disability benefits provided under State and local
government plans would also be exempt from the limits on
contributions and benefits.

The proposal would provide that for purnoses of the
limits on contributions and benefits, the ccmpensation of
participants in such plans includes, in addition to the usual
amounts, amounts contributed pursuant to a salary reduction
agreement that are not includible in the participant's
income.

Under the proposal, governmental plans would be treated
as satisfying the limits on contributions and benefits for
all taxable years beginning before the date of enactment.

Effective Date

Taxable years beginning after date of enactment.
15. Coordinated deferral limit under deferred compensation
plans of State and local governments and tax-exempt
organizations

Present Law

Under present law, the limit on elective deferrals to a
qualified cash-or-deferred arrangement (sec. 401(k)),
tax-deferred annuity plan (sec. 403(b)), or simplified
employee pension (SEP) (sec. 408(k)) is $8,728 (indexed).

The limit on contributions to a deferred compensation plan of
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State and local governments and tax-exempt organizations
(sec. 457) generally is $7,500 (not indexed).

In addition, section 457 provides a coordinated
contribution limit under which contributions to a 401(k)
plan, 403(b) annuity, or SEP are treated as 457 contributions
for purposes of the 457 limit, so that the sum of
contributions to all such plans is limited to $7,500 (fixed).
Thus, an individual that participates, for example, in both a
457 plan and a 40l1(k) plan may contribute no more than a
total of $7,500 to both plans. However, an individual who
participates only in a 401(k) plan may contribute up to
$8,728 to such plan.

Description of Proposal

The proposal would provide that an individual who
participates in both a 457 plan and a 401(k) plan, 403(b)
annuity or SEP may contribute no more than a total of $8,728
(indexed) to both plans. However, contributions to the 457
plan still could not exceed $7,500, as under present law.

Effective Date

The proposal would be effective for years beginning
after December 31, 1992.
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16. Church pension plans

Present Law

Plans maintained by churches and certain
church-controlled organizations are exempt from certain of
the qualification requirements applicable to pension plans
under the Code pursuant to the Employee Retirement Income
Security Act of 1974 (as amended) (ERISA). For example, such
plans are not subject to ERISA's vesting, coverage, and
funding requirements. Church plans may elect to waive the
exemption from the qualification rules.

Description of Proposal

The proposal would provide that church plans that are
subject to pre-ERISA vesting rules under present law would be
subject to ERISA's vesting rules in effect immediately
before the enactment of the Tax Reform Act of 1986. Thus,
benefits under such plans would be required to vest at least
as rapidly as under a 1l0-year cliff vesting schedule, or
under a schedule that provides ratable vesting between 5 and
15 years of service.

In the case of a church plan maintained by more than one
employer, if one or more organizations maintaining a church
plan fails to satisfy the qualification requirements, the
plan is not disqualified with respect to the other
organizations maintaining the plan that meet such
requirements. ’

The proposal would modify the definition of highly
compensated employee applicable to church plans by providing
that a person is not considered an officer, shareholder, or
person whose principal duties consist of zupervising the work
of other employee if the employee receives less than $50,000
of compensation (indexed). 1In addition, certain employees
covered by a collective bargaining agreement (sec.
410(b)(3)(A)) would be excluded.

Tax-sheltered annuity contracts (sec. 403(b)) are
permitted to make distributions on account of hardship. The
proposal would modify the definition of hardship so that it
is the same as that used for purposes of the rule relating to
cash or deferred arrangements (sec. 401(k)(2)).

The proposal would permit self-employed ministers to
participate in the denominational church plan. Such
ministers would be disregarded in applying applicable
nondiscrimination rules.

?he proposal would require that church plans do not have
to maintain separate accounts under a section 401(h) account
for employees who are key employees merely because they are
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officers with annual compensation greater than a certain
amount. Any benefits provided under the account would,
however, have to be taken into account for purposes of the
limits on contributions and benefits as under present law.

The proposal modify the elective catch-up provision
relating to section 403(b) annuities and retirement income
accounts maintained by churches by repealing the limitation
on the amount of such catch-up contributions based on years
of service (sec. 402(g)(8)(A)(iii)).

The proposal would modify the minimum distribution rules
(sec. 401(a)(9)) to permit church plans to pay a benefit at
year-end (the so-called "13th check") or to provide an
annuity which increases slightly each year.

~:e proposal would expand the present-law exception to
the age 70-1/2 rule for church plans so that it applies to
church plans as defined in section 414(e).

Effective Date

The vesting proposal would be effective for years
beginning after December 31, 1993. The proposals relating to
plans maintained by more than one employer, the definition of
- highly compensated employee, self-employed ministers, and the
forms of benefits under the minimum distribution rules would
be effective for years beginning on, after, or before
December 31, 1991. The proposal relating to the definition
of disability would be effective for years beginning after
December 31, 1988. The proposal relating to section 401(h)
accounts would be effective for years beginning after March
31, 1984. The proposal relating to catch-up contributions
and the age 70-1/2 rule would be effective as if included in
the provision of the Tax Reform Act of 1986 to which such
proposal relates.
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Subpart B. Income Tax Provisions
A. 1Individual Tax Provisions
1. Rollover of gain on sale of principal residence

Present Law

'No gain is recognized on the sale of a principal
residence if a new residence at least equal in cost to the
sales price of the old residence is purchased and used by the
taxpayer as his or her principal residence within a specified
period of time (sec. 1034). This replacement period
generally begins two years before and ends two years after
the date of sale of the old residence. The basis of the
replacement residence is reduced by the amount of any gain
not recognized on the sale of the old residence by reason of
section 1034.

The determination whether property is used by a taxpayer
as a principal residence depends upon all the facts and
circumstances in each case, including the good faith of the
taxpayer. No safe harbor is provided for sales of principal
residences incident to divorce or marital separation.

Description of Proposal

The proposal provides a safe harbor in the determination
of principal residence in certain cases incident to divorce
or marital separation. Specifically, the bill provides that
a residence is treated as the taxpayer's principal residence
at the time of sale if ‘(1) the residence is sold pursuant to
a divorce or marital separation and (2) the taxpayer used
such residence as his or her principal residence at any time
during the two-year period ending on the date of sale.

Effective Date

The proposal applies to sales of old residences (within
the meaning of section 1034) after the date of enactment.

2. Permit payment of taxes by credit card

Present Law

Payment of taxes may be made by checks or money orders,
to the extent and under the conditions provided by
regulations.

Description of Proposal

The proposal permits payment of taxes by credit card, to
the extent and under the conditions provided by regulations.
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Effective Date

The proposal is effective on the date of enactment.

3. Election by parent to claim unearned income of certain
children on parent's return

Present Law

The net unearned income of a child under 14 years of age
is taxed to the child at the parents' statutory rate. Net
unearned income means unearned income less the sum of $600
and the greater of: (1) $600 or, (2) if the child itemizes
deductions, the amount of allowable deductions directly
connected with the production of the unearned income. The
dollar amounts are adjusted for inflation.

In certain circumstances, a parent may elect to include
a child's unearned income on the parent's income tax return
if the child's income is less than $5,000. A parent making
this election must include the gross income of the child in
excess of $1,000 in income for the taxable year. In
addition, the parent must report an additional tax liability
equal to the lesser of (1) $75 or (2) 15 percent of the
excess of the child's income over $500. The dollar amounts
for the election are not adjusted for inflation.

A person claimed as & dependent cannot claim a standard
deduction exceeding the greater of $600 or such person's
earned income. For alternative minimum ‘tax purposes, the
exemption of a child under 14 years of age generally cannot
exceed the sum of such child's earned income plus $1,000.
The $600 amount is adjusted for inflation but the $1,000
amount is not.

Description of Proposal

The proposal adjusts for inflation the dollar amounts
involved in the election to claim unearned income on the
parent's return. It likewise indexes the $1,000 amount used
in computing the child's alternative minimum tax.

Effective Date

_ The proposal applies to taxable years beginning after
December 31, 1991.

4. Simplified foreign tax credit limitation for individuals

Present Law

In order to compute the foreign tax credit, a taxpayer
computes foreign source taxable income and foreign taxes paid
in each of the applicable separate foreign tax credit
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limitation categories. In the case of an individual, this
requires the filing of IRS Form 1116, designed to elicit
sufficier- information to perform the necessary calculations.

In many cases, individual taxpayers who are eligible to
credit foreign taxes may have only a modest amount of foreign
source gross income, all of which is income from investments
(e.g., dividends from a foreign corporation subject to
foreign withholding taxes or dividends from a domestic mutual
fund that can pass through its foreign taxes to the
shareholder (see sec. 853)). Taxable income of this type
ordinarily is subject to the single foreign tax credit
limitation category known as passive income. However, under
certain circumstances, the Code treats investment-type income
(e.g., dividends and interest) as income in several other
separate limitation categories (e.g., high withholding tax
interest income, general limitation income) designed to
accomplish certain policy objectives or forestall certain
abuses. For this reason, any taxpayer with foreign source
gross income is required to provide sufficient detail on Form
.26 to ensure that foreign source taxable income from
investments, as well as all other foreign source taxable
income, is allocated to the correct limitation category.

Description of Proposal

The proposal allows individuals with no more than $200
of creditable foreign taxes, and no foreign source income
other than income that is in the passive basket, to elect a
simplified foreign tax credit limitation-equal to the lesser
of 25 percent of the individual's foreign source gross income
or the amount of the creditable foreign taxes paid or accrued
by the individual during the taxable year.” (It is intended
that an individual electing this simplified limitation
calculation not be required to file Form 1116 in order to
obtain the benefit of the credit.) A person who elects the
simplified foreign tax credit limitation is not allowed a
credit for any foreign tax not shown on a payee statement (as
that term is defined in sec. 6724(d)(2)) furnished to him or
her. Nor is the person entitled to treat any excess credits
for a taxable year to which the election applied as a
carryover to another taxable year. Because the limitation
for a taxable year to which the election applies can be no
more than the creditable foreign taxes actually paid for the
taxable year, it is also the case under the proposal that no
excess credits from another year can be carried over to the
taxable year to which the election applies.

For purposes of the simplified limitation, passive
income generally is defined to include all types of income
that would be foreign personal holding company income under
the subpart F rules, plus income inclusions from passive
foreign corporations (as defined by the proposal), so long as
the income is shown on a payee statement furnished to the
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individual. Thus, for purposes of the simplified l:-itation,
passive income includes all dividends, interest (and income
equivalent to interest), royalties, rents, and annuities; net
gains from dispositions of property giving rise to such
income; net gains from certain commodities transactions; and
net gains from foreign currency transactions that give rise
to foreign currency gains and losses as defined in section
988. The statutory exceptions to treating these types of
income as passive for foreign tax credit limitation purposes,
such as the exceptions for high-taxed income and
high-withholding-tax interest, are not applicable in
determining eligibility to use the simplified limitation.

Although an estate or trust generally computes taxable
income and credits in the same manner as in the case of an
individual (Code sec. 641(b); Treas. Reg. sec. 1.641(b)-1),
the simplified limitation does not apply to an estate or
trust.

Effective Date

The proposal applies to taxable years beginning after
December 31, 1991,

S. Personal transactions by individuals in foreign currency

Present Law

When a U.S. taxpayer with a U.S. dollar functional
currency makes a payment in a foreign currency, gain or loss
(referred to as "exchange gain or loss") arises from any
change in the value of ‘the foreign currency relative to the
U.S. dollar between the time the currency ‘was acquired (or
the obligation to pay was incurred) and the time that the
payment is made. Gain or loss results because foreign
currency, unlike the U.S. dollar, is treated as property for
Federal income tax purposes.

Exchange gain or loss can arise in the course of a trade
or business or in connection with an investment transaction.
Exchange gain or loss can also arise where foreign currency
was a- ~uired for personal use. For example, the IRS has
rulec .nat a taxpayer who converts U.S. dollars to a foreign
currency for personal use--while traveling abroad--realizes
exchange gain or loss on reconversion of appreciated or
depreciated foreign currency (Rev. Rul. 74-7, 1974-1 C.B.
198).

Prior to the Tax Reform Act of 1986 (the "1986 Act"),
most of the rules for determining the Federal income tax
consequences of foreign currency transactions were embodied
in a series of court cases and revenue rulings issued by the
Internal Revenue Service ("IRS"). Additional rules of limited
application were provided by Treasury regulations and, in a
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few instances, statutory bills. Pre-1986 law was believed to
be unclear regarding the character, the timing of
recognition, and the source of gain or loss due to
fluctuations in the exchange rate of foreign currency. The
result of prior law was uncertainty of tax treatment for many
legitimate transactions, as well as opportunities for
tax-motivated transactions. Therefore, in 1986 Congress
determined that a comprehensive set of rules should be
provided for the U.S. tax treatment of transactions involving
"nonfunctional currencies;" that is, currencies other than
the taxpayer's "functional currency."

However, the 1986 Act provisions designed to clarify t =
treatment of currency transactions, primarily found in
section 988, apply to transactions entered into by an
individual only to the extent that expenses attributable to
such transactions would be deductible under section 162 (as a
trade or business expense) or section 212 (as an expense of
producing income, other than expenses incurred in connection
with the determination, collection, or refund of taxes).
Therefore, the principles of pre-1986 law continue to apply
to personal currency transactions.

Description of Proposal

In a case where an individual acquires nonfunctional
currency and then disposes of it in a personal transaction,
and where exchange rates have changed in the intervening
period, the proposal provides for nonrecognition of an
individual's resulting exchange gain not exceeding $200. The
proposal does not change the treatment of resulting exchange
losses. It is understood that under other Code provisions,
such losses typically are not deductible by individuals
(e.g., sec. 1l65(c)).

Effective Date

The proposal applies to taxable years beginning after
December 31, 1991.

6. Make income tax withholding rules parallel to rules for
exclusion from income for combat pay

Present Law

Exclusion for combat pay

Gross income does not include certain combat pay of
members of the Armed Forces (sec. 112). If enlisted
personnel serve in a combat zone during any part of any
month, military pay for that month is excluded from gross
income (special rules apply if enlisted personnel are
hospitalized as a result of injuries, wounds, or disease
incurred in a combat zone). In the case of commissioned
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officers, these exclusions from income are limited to $500
per month of military pay.

Income tax withholding

There is no income tax withholding with respect to
military pay for a month in which a member of the Armed
Forces of the United States is entitled to the benefits of
section 112 (sec. 3401(a)(2)). With respect to enlisted
personnel, this income tax withholding rule parallels the
exclusion from income under section 112: there 1is total
exemption from income tax withholding and total exclusion
from income. With respect to officers, however, the
withholding rule is not parallel: there is total exemption
from income tax withholding, although the exclusion from
income is limited to $500 per month.

Description of Proposal

The proposal makes the income tax withholding exemption
rules parallel to the rules providing an exclusion from
income for combat pay.

Effective Date

The proposal is effective as of January 1, 1994.
7. Expanded access to simplified income tax returns

Present Law

There are three principal tax forms that are utilized by
individual taxpayers: Form 1040EZ, Form 1040A, and Form 1040.

Description of Proposal

The proposal provides that the Secretary of the Treasury
(or his delegate) shall take such actions as may be
appropriate to expand access to simplified individual income
tax forms and otherwise to simplify the individual income tax
returns.

The proposal also requires that the Secretary submit a
report to the Congress on the actions undertaken pursuant to
this bill, together with any recommendations he may deem
advisable.

Effective Date

The report is due no later than one year after the date
of enactment.

8. sSimplification of tax treatment of rural letter carriers'
vehicle expenses
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Present Law

A taxpayer who uses his or her automobile for business
purposes may deduct the business portion of the actual
operation and maintenance expenses of the vehicle, plus
depreciation (subject to the limitations of sec. 280F). If
the taxpayer is an employee and these expenses are not
reimbursed, the deduction is subject to the two-percent
floor. Alternatively, the taxpayer may elect to utilize a
standard mileage rate in computing the deduction allowable
for business use of an automobile that has not been fully
depreciated. Under this election, the taxpayer's deduction
equals the applicable rate multiplied by the number of miles
driven for business purposes and is taken in lieu of
deductions for depreciation and actual operation and
maintenance expenses.

An employee of the U.S. Postal Service may compute his
or her deduction for business use of an automobile in
performing services involving the collection and delivery of
mail on a rural route by using, for all business use mileage,
150 percent of the standard mileage rate.

Description of Proposal

The proposal repeals the special rate of 150 percent of
the standard mileage rate. 1In its place, the bill provides
that the rate of reimbursement provided by the Postal Service
to rural letter carriers is considered to be eguivalent to
their expenses. The rate of reimbursement that is considered
to be equivalent to their expenses is the rate of
reimbursement contained in the 1991 collective bargaining
agreement, which may in the future be increased by no more
than the rate of inflation.

Effective Date

The proposal is effective for taxable years beginning
after December 31, 1991.

9. Exemption from luxury excise tax for certain equipment
installed on passenger vehicles for use by disabled
individuals :

Present Law

The Code imposes a l0-percent excise tax on the portion
of the retail price of a passenger vehicle that exceeds
$30,000. The tax also applies to separate purchases of
component parts and accessories occurring within six months
of the date the vehicle is placed in service.

Description of Proposal

The proposal provides that the luxury excise tax does



-]aa-

not apply to a part or accessory installed on a passenger
vehicle to enable or assist an individual with a disability
to operate the vehicle, or to enter or exit the vehicle, in
order to compensate for the effect of the disability.

Persons entitled to a refund may obtain it through the
dealer at which they purchased the taxed item, as provided
under present-law Code section 6416.

Effective Date

The proposal is effective for purchases after December
31, 1990.
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10. Simplification of earned income tax credit

Present Law

Eligible low-income workers are able to claim a
refundable earned income tax credit (EITC) of up to 17.6
percent of the first $7,520 of earned income for 1992 (18.4
percent for taxpayers with more than one qualifying child).
The maximum amount of credit for 1992 is $1,324 ($1,384 for
taxpayers with more than one qualifying child). This maximum
credit is reduced by 12.57 percent of earned income (or
adjusted gross income, if greater) in excess of $11,840 (the
phase-out rate is 13.14 percent for taxpayers with more than
one qual-fying child). The EITC is totally phased out for
workers with earned income (or adjusted gross income, if
greater) over $22,370. The maximum amount of earned income
on which the EITC may be claimed and the income threshold for
the phaseout of the EITC are indexed for inflation. FEarned
income consists of wages, salaries, other employee
compensation, and net self-employment income.

The credit rates for the EITC change over time under
present law, as shown in the following table.

One qualifying Two or more
- child-- qualifying children--
Credit Phaseout Credit Phaseout
Year rate rate rate rate
1992 17.6 12.57 18.4 13.14
. 1993 18.5 13.21 19.5 13.93
1994 23.0 16.43 25.0 17.86

and after

A supplemental young child credit is available to
taxpayers with qualifying children under the age of one year.
This young child credit rate is 5 percent and the phase-out
rate is 3.57 percent. It is computed on the same income base
as the ordinary EITC. The maximum supplemental young child
credit for 1992 is $376. If a taxpayer claims the
supplemental wvoung child credit, the child that qualifies the
taxpayer for such credit is not a gqualifying individual for
purposes of the dependent care tax credit (sec. 21).
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A supplemental health insurance credit is available to
taxpayers who provide health insurance coverage for their
qualifying children. This health insurance credit rate is 6
percent and the phase-out rate is 4.285 percent. It is
computed on the same income base as the ordinary EITC, but
the credit claimed cannot exceed the out-of-pocket cost of
the health insurance coverage. In addition, the taxpayer is
denied an itemized deduction for medical expenses of
qualifying insurance coverage up to the amount of credit
claimed. The maximum supplemental health insurance credit
for 1992 is $451.

Explanation of Proposal

The proposal would permit taxpayers to include all
health insurance expenses as medical expenses, subject to the
7.5 percent of adjusted gross income floor on deductible
medical expenses, regardless of whether these expenses had
been used to claim the health insurance component of the
EITC. The proposal also would permit a self-employed
taxpayer to claim the allowable deduction for health
insurance costs and to use the full amount of these expenses
that are related to coverage of dependent children to claim
the health insurance component of the EITC.

The proposal also would permit taxpayers to claim the
dependent care credit for expenses related to care of the
child that quallfles the taxpayer for the supplemental young
child credit.

-Effective Date

The proposal would be effective for taxable years
beginning after December 31, 1991.




11. Rollover of gain on sale of principal residence in the
case of frozen deposits

Present Law

No gain is recognized on the sale of a principal
residence if a new residence at least equal in cost to the
sales price of the old residence is purchased and used by the
taxpayer as his or her principal residence within a specified
period of time (sec. 1034). This replacement period
generally begins two years before and ends two years after
the date of sale of the old residence. The basis of the
replacement residence is reduced by the amount of any gain
not recognized on the sale of the old residence by reason of
section 1034. The determination whether property is used by
a taxpayer as a principal residence depends upon all the
facts and circumstances in each case.

Description of Proposal

The proposal would suspend the running of the two-year
period after the date of sale of the old residence (referred
to in sec. 1034(a) and (c) other than (c)(4)) during any time
that the taxpayer has frozen deposits during the two-year
period beginning on the date of sale of the old residence.
The period as suspended would not extend beyond the date that
is four years after the date of sale of the old residence.
A taxpayer would be treated as having frozen deposits if the
taxpayer's deposit in a financial institution may not be
withdrawn due to: (1) the bankruptcy or insolvency of the
financial institution or, (2) any requirement imposed by the
State in which the financial institution is located by reason
of the bankruptcy or insolvency (or threat thereof) of one
or more financial institutions located in the State.

Effective Date

The provision would apply to any residence sold or
exchanged after December 31, 1990, and any residence sold or
exchanged before that date if the two-year period had not
expired before January 1, 1991.
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B. Accounting Provisions

1. Modifications to the look-back method for long-term
contracts

Present Law

Taxpayers engaged in the production of property under a
long-term contract generally must compute income from the
contract under the percentage of completion method. Under
the percentage of completion method, a taxpayer must include
in gross income for any taxable year an amount that is based
on the product of (1) the gross contract price and (2) the
percentage of the contract completed as of the end of the
year. The percentage of the contract completed as of the end
of the year is determined by comparing costs incurred with
respect to the contract as of the end of the year with the
estimated total contract costs.

Because the percentage of completion method relies upon
estimated, rather than actual, contract price and costs to
determine gross income for any taxable year, a "look-back
method" is applied in the year a contract is completed in
order to compensate the taxpayer (or the Internal Revenue
Service) for the acceleration (or deferral) of taxes paid
over the contract term. The first step of the look-back
method is to reapply the percentage of completion method
using actual contract price and costs rather than estimated
contract price and costs. The second step generally requires
the taxpayer to recompute its tax liability for each year of
the contract using gross income as reallocated under the
look-back method. If there is any difference between the
recomputed tax liability and the tax liability as previously
determined for a year, such difference is treated as a
hypothetical underpayment or overpayment of tax to which the
taxpayer applies a rate_of interest equal to the overpayment
rate, compounded daily. The taxpayer receives (or pays)
interest if the net amount of interest applicable to
hypothetical overpayments exceeds (or is less than) the
amount of interest applicable to hypothetical underpayments.

The look-back method must be reapplied for any item of
income or cost that is properly taken into account after the
completion of the contract.

The look-back method does not apply to any contract that

1 The overpayment rate equals the applicable Federal
short-term rate plus two percentage points. This rate is
adjusted quarterly by the IRS. Thus, in applying the
look-back method for a contract year, a taxpayer may be
required to use five different interest rates. '
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is completed within two taxable years of the contract
commencement date and if the gross contract price does not
exceed the lesser of (1) $1 million or (2) one percent of the
average gross receipts of the taxpayer for the preceding
three taxable years. In addition, a simplified look-back
method is available to certain pass-through entities and,
pursuant to Treasury regulations, to certain other taxpayers.
Under the simplified look-back method, the hypothetical
underpayment or overpayment of tax for a contract year
generally is determined by applying the highest rate of tax
applicable to such taxpayer to the change in gross income as
recomputed under the look-back method.

Description of Proposal

Election not to apply the look-back method for de minimis
amounts

The proposal would provide that a taxpayer may elect not
to apply the look-back method with respect to a long-term
contract if for each prior contract year, the cumulative
taxable income (or loss) under the contract as determined
using estimated contract price and costs is within 10 percent
of the cumulative taxable income (or loss) as determined
using actual contract price and costs.

Thus, under the election, upon completion of a long-term
contract, a taxpayer would be required to apply the first
step of the look-back method (the reallocation of gross
income using actual, rather than estimated, contract price
and costs), but would not be required to apply the additional
steps of the look-back method if the application of the first
step resulted in de minimis changes to the amount of income
previously taken into account for each prior contract year.

The election would apply to all long-term contracts
completed during the taxable year for which the election is
made and to all long-term contracts completed during
subsequent taxable years, unless the election is revoked with
the consent of the Secretary of the Treasury.

Election not to re-apply the look-back method

The proposal would also provide that a taxpayer may
elect not to reapply the look-back method with respect to a
contract if, as of the close of any taxable year after the
year the contract is completed, the cumulative taxable income
(or loss) under the contract is within 10 percent of the
cumulative look-back income (or loss) as of the close of the
most recent year in which the look-back method was applied
(or would have applied but for the other de minimis exception
described above). 1In applying this rule, amounts that are
taken into account after completion of the contract would not
be discounted.
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Thus, an electing taxpayer would need not apply or
reapply the look-back method if amounts that are taken into
account after the completion of the contract are de minimis.

The election would apply to all long-term contracts
completed during the taxable year for which the election is
made and to all long-term contracts completed during
subsequent taxable years, unless the election is revoked with
the consent of the Secretary of the Treasury.

Determination of interest rate

Finally, the proposal would provide that for purposes of
the look-back method, only one rate of interest is to apply
for each accrual period. An accrual period with respect to a
taxable year would begin on the day after the return due date
(determined without regard to extensions) for the taxable
year and ends on such return due date for the following
taxable year. The applicable rate of interest would be the
overpayment rate in effect for the calendar quarter in which
the accrual period begins.

Effective Date

The proposals would apply to contracts completed in
taxable years ending after the date of enactment.

2. Simplified method for applying uniform cost
capitalization rules

Present Law

In general, the uniform cost capitalization rules
require taxpayers that are engaged in the production of real
or tangible personal property or in the purchase and holding
of property for resale to capitalize or include in inventory
the direct costs of the property and the indirect costs that
are allocable to the property. In determining whether
indirect costs are allocable to production or resale
activities, taxpayers are allowed to use various methods so
long as the method employed reasonably allocates indirect
costs to production and resale activities.

Description of Proposal

The proposal would authorize (but would not require) the
Treasury Department to issue regulations that allow taxpayers
in appropriate circumstances to determine the costs of any
administrative, service, or support function or department
that are allocable to production or resale activities by
multiplying the total amount of costs of any such function or
department by a fraction, the numerator of which is the
amount of costs of the function or department that was
allocable to production or resale activities for a base



period and the denominator of which is the total amount of
costs of the function or department for the base period. It
is anticipated that the regulations would provide that the
base period is to begin no earlier than 4 taxable years prior
to the taxable year with respect to which this simplified
method applies.

EffectivekDate

The proposal would apply to taxable years beginning
after the date of enactment. Thus, the regulations may
permit the use of the simplified method for taxable years
beginning after this date. The simplified method, however,
would not be used for any taxable year that begins prior to
the date that the Treasury Department publishes regulations
that authorize the use of the simplified method and set forth
the requirements that must be satisfied in order for the
method to be used.
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3. Treatment of certain amounts received by operators of
licensed cotton warehouses

Present Law

A C corporation (other than a farm corporation)
ge..2rally may not use the cash method of accounting if the
corporation had average annual gross receipts for the 3-year
period ending with the prior taxable year of more than
$5,000,000. Corporations that are denied the use of the cash
method of accounting generally must use an accrual method of
accounting.

Description of Proposal

Income recognition

The proposal would allow the election of a spec:al rule
in the case of any taxpayer that is an operator of a licensed
cotton warehouse and uses an accrual method of accounting to
compute taxable income. Under the election, the taxpayer
would not be required to accrue amounts to be received for
processing or storing cotton at the licensed cotton warehouse
until such amounts are actually received. For this purpose,
the term "licensed cotton warehouse" would mean any warehouse
for the storage of cotton that is licensed under the United
States Warehouse Act (7 U.S.C 241, et seg.) or under any
similar State law.

Interest charge

In addition, under the election, if any deferred amount
is received during any taxable year, the tax liability of the
taxpayer for the taxable year would be increased by an
interest charge with respect to the deferred amount. The
interest charge with respect to any deferred amount woulcd be
determined: (1) on the amount of the tax for such taxable
year which is attributable to the deferred amount; (2) for
the period beginning on the due date for the taxable year of
the deferral and ending on the due date for the taxable year
in which such deferred amount is received; (3) and by using
the Federal short-term rate in effect under section 1274 as
of the due date for the taxable year in which such deferred
amount is received (compounded semiannually).

The term "deferred amount" would mean any amount that is
includible in gross income for the taxable year but that
would have been under includible in gross income for a prior
taxable year but for this proposal. The "taxable year of
deferral" would be the taxable year for which the deferred
amount would have been includible in gross income but for
this proposal. The term "due date" would mean the date
prescribed for filing the return of tax (without regard to
extensions) for the taxable year.



-/31-

The interest charge payable would be taken into account
in computing the amount of any deduction allowable as
interest paid or accrued during the taxable year that the
interest charge is payable. 1In addition, the interest charge
would not be treated as a tax for purposes of determining the
taxpayer's regular tax liability under section 26.

Election

The proposal would apply to a taxpayer only if the
taxpayer makes an election to apply the proposal. The
election would be required to be made in a time and manner
prescribed by the Secretary of the Treasury. If made, the
election would apply to the taxable year for which made and
all subsequent years unless revoked with the consent of the
Secretary.

Effective Date

The proposal would apply to amounts accrued in taxable
years beginning after December 31, 1991.
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C. Subchapter S Corporation Provisions

1. Determination of whether an S corporation has one class
of stock

Present Law

Under present law, a small business corporation eligible
to be an S corporation may not have more than one class of
stock. Differences in voting rights are disregarded in
determining whether a corporation has more than one class of
stock. In addition, certain debt instruments may not be
treated as a second class of stock for purposes of this rule.

On October 5, 1990, the Treasury Department issued
proposed regulations providing that a corporation has more
than one class of stock if all of the outstanding shares of
stock do not confer identical rights to distribution and
liquidation proceeds, regardless of whether any differences
in rights occur pursuant to the corporate charter, articles
or bylaws, by operation of State law, by administrative
action, or by agreement. The proposed regulations also
provided that, notwithstanding that all outstanding shares of
stock confer identical rights to distribution and liquidation
proceeds, a corporation has more than one class of stock if
the corporation makes non-conforming distributions (i.e.,
distributic- - that differ with respect to timing or amount
with respec: to each share of stock), with limited exceptions
for certain redemptions and certain differences in the timing
of distributions. The proposed regulations were to apply to
taxable years beginning after December 31, 1982.

On August 8, 1991, the Treasury Department issued
revised proposed regulations replacing the proposed
regulations described above. The regulations were issued as
final regulations on May 29, 1992 (Treasury Decision 8419).
These regulations provide that a corporation is treated as
having only one class of stock if all outstanding shares of
stock confer identical rights to distribution and liquidation
proceeds. Under the revised regulations, any distributions
that differ in timing or amount are to be given appropriate
tax effect in accordance with the facts and circumstances.
These regulations generally apply to taxable years beginning
after May 28, 1992.

Description of Proposal

The proposal provides that a corporation is treated as
having only one class of stock if all outstanding shares of
stock of the corporation confer identical rights to
distribution and liquidation proceeds. Applicable State law,
taking into account legally enforceable rights under the
corporate charter, articles or bylaws, administrative action,
and agreements relating to distributions or liquidation
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proceeds with respect to shares, determines whether the
outstanding shares confer different rights to distributions
or liquidation proceeds.

Where an S corporation in fact makes distributions which
differ as to timing or amount, the bill in no way limits the
Internal Revenue Service from properly characterizing the
transaction for tax purposes. For example, if a distribution
is properly characterized as compensation, the Service could
require it to be so treated for tax purposes. Similarly, if
a payment appearing as compensation should be properly
characterized as a distribution, the Service could require it
to be so treated for purposes of computing taxable income.

Effective Date

The proposal applies to taxable years beginning after
December 31, 1982.

2. Authority to validate certain invalid elections

Present Law

Under present law, if the Internal Revenue Service
determines that a corporation's Subchapter S election is
inadvertently terminated, the Service can waive the effect of
the terminating event for any period if the corporation
timely corrects the event and if the corporation and
shareholders agree to be treated as if the election had been
in effect for that period. Present law does not grant the
Internal Revenue Service the ability to waive the effect of
an inadvertent invalid ‘Subchapter S election.

In addition, under present law, a small business
corporation must elect to be an S corporation no later than
the 15th day of the third month of the taxable year for which
the election is effective. The Internal Revenue Service may
not validate a late election.

Description of Proposal

Under the proposal, the authority of the Internal
Revenue Service to waive the effect of an inadvertent
termination is extended to allow the Service to waive the
effect of an invalid election caused by an inadvertent
failure to qualify as a small business corporation or to
obtain the required shareholder consents (including elections
regarding qualified subchapter S trusts), or both. It is
intended that the Internal Revenue Service be reasonable in
granting waivers of inadvertent invalid elections so that a
corporation whose election was inadvertently invalid would be

treated as an S corporation as if the election had been
effective.
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The proposal also allows the Internal Revenue Service to
treat a late Subchapter S election as timely where the
Service determines that there was reasonable cause for the
failure to make the election timely. It is intended that the
Internal Revenue Service adopt a standard similar to the
standard currently set forth in Treasury regulation sec.
1.9100-1 in applying this provision.

Effective Date

The proposal applies to taxable years beginning after
December 31, 1982.

3. Treatment of distributions by S corporations during loss
year

Present Law

Under present law, the amount of loss an S corporation
shareholder may take into account for a taxable year cannot
exceed the sum of shareholder's adjusted basis in his or her
stock of the corporation and the adjusted basis in any
indebtedness of the corporation to the shareholder. Any
excess loss is carried forward.

Any distribution to a shareholder by an S corporation
generally is tax-free to the shareholder to the extent of the
shareholder's adjusted basis of his or her stock. The
shareholder's adjusted basis is reduced by the tax-free
amount of the distribution. Any distribution in excess of
the shareholder's adjusted basis is treated as gain from the
sale or exchange of the stock.

Under present law, income (whether or not taxable) and
expenses (whether or not deductible) serve, respectively, to
increase and decrease an S corporation shareholder's basis in
the stock of the corporation. These rules appear to require
that the adjustments to basis for items of both income and
loss for any taxable year apply before the adjustment for
distributions applies.

These rules limiting losses and allowing tax-free
distributions up to the amount of the shareholder's adjusted
basis are similar in certain respects to the rules governing
the treatment of losses and cash distributions by
partnerships. Under the partnership rules (unlike the S
corporation rules), for any taxable year, a partner's basis
is first increased by items of income, then decreased by
distributions, and finally is decreased by losses for that
year.

In addition, if the S corporation has accumulated
earnings and profits, any distribution in excess of the
amount in an "accumulated adjustments account" will be




treated as a dividend (to the extent of the accumulated
earnings and profits). A dividend distribution does not
reduce the adjusted basis of the shareholder's stock. The
"accumulated adjustments account" generally is the amount of
the accumulated undistributed post-1982 gross income less
deductions. .

Description of Proposal

The proposal provides that the adjustments for
distributions made by an § corporation during a taxable year
are taken into account before applying the loss limitation
for the year. Thus, distributions during a year reduce the
adjusted basis for purposes of determining the allowable loss
for the year, but the loss for a year does not reduce the
adjusted basis for purposes of determining the tax status of
the distributions made during that year.

The proposal also provides that in determining the
amount in the accumulated adjustment account for purposes of
determining the tax treatment of distributions made during a
taxable year by an S corporation having accumulated earnings
and profits, net negative adjustments (i.e., the excess of
losses and deductions over lncome) for that taxable year are
disregarded.

Effective Date

These proposals apply to distributions made in taxable
years beginning after December 31, 1991. -

4. Treatment of S corporations as shareholders in C
corporations

Present Law

Present law contains several provisions relating to the
treatment of S corporations as corporations generally for
purposes of the Internal Revenue Code.

First, under present law, the taxable income of an S
corporation is computed in the same manner as in the case of
an individual (sec. 1363(b)). Under this rule, the
provisions of the Code governing the computation of taxable
income which are applicable only to corporations, such as the
dividends received deduction, do not apply to S corporations.

Second, except as otherwise provided by the Internal
Revenue Code and except to the extent inconsistent with
subchapter S, subchapter C (i.e., the rules relating to
corporate distributions and adjustments) applies to an S
corporation and its shareholders (sec. 1371(a)(l)). Under
this second rule, provisions such as the corporate
reorganization provisions apply to S corporations. Thus, a C
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corporation may merge into an S corporation tax-free.

Finally, an S corporation in its capacity as a
shareholder of another corporation is treated as an
individual for purposes of subchapter C (sec. 1371(a)(2)).
The Internal Revenue Service has taken the position that this
rule prevents the tax-free liquidation of a C corporation
into an S corporation because a C corporation cannot
liquidate tax-free when owned by an individual shareholder.
Thus, a C corporation may elect S corporation status tax-free
or may me-ge into an S corporation tax-free, but may not
liquidate into an S corporation tax-free. Also, the
Service's reasoning would also prevent an S corporation from
making an election under section 338 where a C corporation
was acquired by an S corporation.

Description of Proposal

The proposal repeals the rule that treats an S
corporation in its capacity as a shareholder of another
corporation as an individual. Thus, the liquidation of a C
corporation into an S corporation will be governed by the
generally applicable subchapter C rules, including the
provisions of sections 332 and 337 allowing the tax-free
liquidation of a corporation into its parent corporation.
Following a tax-free liquidation, the built-in gains of the
liquidating corporation may later be subject to tax under
section 1374 upon a subsequent disposition. An S corporation
will also be eligible to make a section 338 election
(assuming all the requirements are otherwise met), resulting
in immediate recognition of all the acquired C corporation's
gains and losses (and the resulting imposition of a tax).

The repeal of this rule does not change the general rule
governing the computation of income of an S corporation. For
example, it does not allow an S corporation, or its
shareholders, to claim a dividends received deduction with
respect to dividends received by the S corporation, or to
tréat any item of income or deduction in a manner
inconsistent with the treatment accorded to individual
taxpayers. ’ ‘

No inference is intended regarding the present-law
treatment of these transactions.

Effective Date

The proposal applies to taxable years beginning after
December 31, 1991.




S. S corporations permitted to hold subsidiaries

Present Law

Under present law, an S corporation may not be a member
of an affiliated group of corporations (other than by reason
of ownership in certain inactive corporations). The
legislative history indicates that this rule was adopted to
prevent the filing of consolidated returns by a group which
includes an S corporation.

Description of Proposal

The proposal repeals the rule that an S corporation may
not be a member of an affiliated group of corporations.
Thus, an S corporation will be allowed to own up to 100
percent of the stock of a C corporation. However, an S
corporation cannot be included in a group filing a
consolidated return.

Under the proposal, if an S corporation holds 100
percent of the stock of a C corporation that, in turn, holds
100 percent of the stock of another C corporation, the two C
corporations may elect to file a consolidated return (if
otherwise eligible), but the S corporation may not join in
the election.

Effective Date

The proposal applies to taxable years beginning after
December 31, 1991. ' i

6. Elimination of pre-1983 earnings and profits of S
corporations

Present Law

" Under present law, the accumulated earnings and profits
of a corporation are not increased for any year in which an
election to be treated as an S corporation is in effect.
However, under the subchapter S rules in effect before
revision in 1982, a corporation electing subchapter S for a
taxable year increased its accumulated earnings and profits
if its earnings and profits for the year exceeded both its
taxable income for the year and its distributions out of that
year's earnings and profits. As a result of this rule, a
shareholder may later be required to include in his income
the accumulated earnings and profits when it is distributed
by the corporation. The 1982 revision to subchapter S
repealed this rule for earnings attributable to taxable years
beginning after 1982 but did not do so for previously
accumulated S corporation earnings and profits.
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Description of Proposal

The proposal provides that if a corporation is an S
corporation for its first taxable year beginning after
December 31, 1991, the accumulated earnings and profits of
the corporation as of the beginning of that year are reduced
by the accumulated earnings and profits (if any) accumulated
in any taxable year beginning before January 1, 1983, for
which the corporation was an electing small business
corporation under subchapter S. Thus, such a corporation's
accumulated earnings and profits will be solely attributable
to taxable years for which an S election was not in effect.
This rule is g.nerally consistent with the change adopted in
1982 limiting the S shareholder's taxable income attributable
to S corporation earnings to his share of the taxable income
cf the S corporation.

Effective Date

The proposal applies to taxable years beginning after
December 31, 1991.

7. Treatment of items of income in respect of a decedent held
by an S corporation '

Present Law

Income in respect of a decedent (IRD) generally consists
of items of gross income that accrued during the decedent's
lifetime but were not yet includible in the decedent's income
before his death under his method of accounting. IRD is
includible in the income of the person acquiring the right to
receive such item. A deduction for the estate tax
attributable to an item of IRD is allowed to the person who
includes the item in gross income (sec. 631(c)).

The cost or basis of property acquired from a decedent
is"its fair market value at the date of death (or alternate
valuation date if that date is elected for estate tax
purposes). This basis often is referred to as a "stepped-up
basis”. Property that constitutes a right to receive IRD
does not receive a stepped-up basis.

The basis of a partnership interest or corporate stock
acquired from a decedent generally is stepped-up at death.
Under Treasury regulations, the basis of a partnership
interest acquired from a decedent is reduced to the extent
that its value is attributable to items constituting IRD.
Although S corporation income is included in the income of
the shareholders in a manner similar to the inclusion of
partnership income in the income of the partners, no
comparable regulation provides for a reduction in the basis
of stock of an S corporation acguired from a decedent where




the S corporation holds items of IRD on the date of death of ===

a shareholder. Thus, under present law, the treatment of an
item of IRD held by an S corporation is unclear.

Description of Proposal

The proposal provides that a person acquiring stock in
an S corporation from a decedent will treat as IRD his pro
rata share of any item of income of the corporation which
would have been IRD if that item had been acquired directly
from the decedent. Where a item is treated as IRD, a
deduction for the estate tax attributable to the item
generally will be allowed under the provisions of section
691(c). The stepped-up basis in the stock will be reduced by
the extent to which the value of the stock is attributable to
items consisting of IRD. This basis rule is comparable to
the present-law partnership rule.

No inference is intended regarding the present-law
treatment of IRD in the case of S corporations.

Effective Date

The proposal applies with respect to decedents dying
after date of enactment of the bill.

8. Certain trusts eligible to hold stock in an S corporation

Present Law

Under present law, trusts other than grantor trusts,
voting trusts, certain testamentary trusts (for a 60-day or
two-year period) and "qualified subchapter ' S trusts" may not
be shareholders in a S corporation. A "qualified subchapter
S trust" is a trust which is required to have only one
current income beneficiary (for life). All the income (as
defined for local law purposes) must be currently distributed
to that beneficiary. The beneficiary is treated as the owner
of the portion of the trust consisting of the stock in the S
corporation.

Description of Proposal

In general

The proposal would allow stock in an S corporation to be
held by certain trusts. In order to qualify for this
treatment, all beneficiaries of the trust must be individuals
(or estates). No interest in the trust could be acquired by
purchase. Each potential current beneficiary of the trust
would be counted as a shareholder for purposes of the
35-shareholder limitation (or if there were no potential
current beneficiaries, the trust would be treated as the
shareholder).
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Treatment of items relating to S corporation stock

The portion of the trust which consists of stock in one
or more S corporations would be treated as a separate trust
for purposes of computing the income tax attributable to the
S corporation stock held by the trust. The trust would be
taxed at the highest individual rate (currently 31 percent)
on this portion of the trust's income. The taxable income
attributable to this portion would include the income
allocated to it under the rules of subchapter S, gain or loss
from the sale of the S corporation stock, and to the extent
provided in regulations, any state and income taxes and
administrative expenses of the trust properly allocable to
the S corporation stock.

No deduction would be allowed for amounts distributed to
beneficiaries in computing this tax, and no deduction would
be allowed for any item other than the subchapter S items
described above. This income would not be included in the
distributable net income of the trust, and thus would not be
included in the beneficiaries' income.

Treatment of remainder of items held by trust

The items taken into account by the subchapter S portion
of the trust would be disregarded in computing the income tax
of the remaining portion of the trust. Distributions from
the trust would be deductible in computing the taxable income
on this portion of the trust, under the usual rules of
subchapter J. However, the trust's distributable net income
would not include any income attributable to the S
corporation stock. The trust would make an election to be
taxed under this system. The election could be revoked only
with the consent of the Secretary of the Treasury.

Effective Date

~ The proposal would be effective for taxable years
beginning after the date of enactment.
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D. Minimum Tax Provision

1. Treatment of built-in losses for purposes of the
corporate alternative minimum tax

Present Law

For purposes of the regular corporate tax, if at the
time of an ownership change, a corporation has a net
operating loss or a net unrealized built-in loss, the use of
such losses in post-change periods is limited. A corporation
has a net unrealized built-in loss if the aggregate adjusted
bases of the assets of the corporation exceed the fair market
value of the assets immediately before the change of
ownership (sec. 382).

For purposes of the adjusted current earnings (ACE)
component of the corporate alternative minimum tax (AMT), if
a corporation with a net unrealized built-in loss undergoes
an ownership change in a taxable year beginning after 1989,
the adjusted basis of each asset of such corporation
generally is adjusted to each asset's fair market value (sec.
56(g)(4)(G)). This rule essentially eliminates, rather than
limits, the use of built-in losses for ACE purposes. The net
operating loss of a corporation, on the other hand, is not
eliminated for AMT purposes after a change of ownership.

Description of Proposal

The proposal would repeal the ACE rule relating to the
treatment of built-in losses after a change of ownership.
Thus, for ACE purposes, the treatment of built-in 1-:ses
would be similar to the treatment of net operating _oss
carryovers (in the same way that the treatment of built-in
losses is similar to the treatment of net operating losses
for regular tax purposes). '

Effective Date

The proposal would be effective for changes of ownership
occurring after December 31, 1991.
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E. Partnership Provisions
General Partnership Provisions
1. Simplified flow-through for large partnerships

Present Law

A partnership generally is treated as a conduit for
Federal income tax purposes. Each partner takes into account
separately his distributive share of the partnership's items
of income, gain, loss, deduction or credit. The character of
an item is the same as if it had been directly realized or
incurred by the partner. Limitations affecting the
computation of taxable income generally apply at the partner
level.

Description of Proposal

The proposal modifies the tax treatment of a large
partnership (generally, a partnership with at least 250
partners, or an electing partnership with at least 100
partners) and its partners. The bill provides that each
partner takes into account separately the partner's
distributive share of the following items, which are
determined at the partnership level: (1) taxable income or
loss from passive loss limitation activities; (2) taxable
income or loss from other activities (e.g., portfolio income
or loss); (3) net capital gain or loss to the extent
allocable to passive loss limitation activities and other
activities; (4) tax-exempt interest; (5) net alternative
minimum tax adjustment separately computed for passive loss
limitation activities and other activities; (6) general
credits; (7) low-income housing credit; (8) rehabilitation
credit; (9) credit for producing fuel from a nonconventional
source; and (10) creditable foreign taxes and foreign source
items.

All limitations and other provisions affecting the
computation of taxable income or any credit generally are
applied at the partnership (and not the partner) level. 1In
addition, all elections affecting the computation of taxable
income or any credit generally are made by the partnership.

The simplified reporting regime does not apply to
service or commodity partnerships. 1In addition, special
rules apply to large partnerships holding oil and gas
properties.

For all partners contributing property to a large
partnership, the bill replaces section 704(c) with a
"deferred sale" approach. Under the bill, a large
partnership takes a fair market value basis in the property,
and the contributing partner's precontribution gain or loss
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is deferred until the occurrence of specified recognition
events.

Effective Date

The proposal generally applies to partnership taxable
years ending on or after December 31, 1993.
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2. Simplified audit procedures for large partnerships

Present Law

In general

Prior to 1982, regardless of the size of a partnership,
adjustments to a partnership's items of income, gain, loss,
deduction, or credit had to be made in separate proceedings
with respect to each partner individually. Because a large
partnership sometimes had many partners located in different
audit districts, adjustments to items of income, gains,
losses, deductions, or credits of the partnership had to be
made in numerous actions in several jurisdictions, sometimes
with conflicting outcomes.

The Tax Equity and Fiscal Responsibility Act of 1982
("TEFRA") established unified audit rules applicable to all
but certain small (10 or fewer partners) partnerships. These
rules require the tax treatment of all "partnership items" to
be determined at the partnership, rather than the partner,
level. Partnership items are those items that are more
appropriately determined at the partnership level than at the
partner level, as provided by regulations.

Administrative proceedings

Under the TEFRA rules, a partner must report all
partnership items consistently with the partnership return or
must notify the IRS of any inconsistency: 1If a partner fails
to report any partnership item consistently with the
partnership return, the IRS may make a computational
adjustment and immediately assess any additional tax that
results.

The IRS may challenge the reporting position of a
partnership by conducting a single administrative proceeding
to resolve the issue with respect to all partners. But the
IRS must still assess any resulting deficiency against each
of the taxpayers who were partners in the year in which the
understatement of tax liability arose.

Any partner of a partnership can request an
administrative adjustment or a refund for his own separate
tax liability. Any partner also has the right to participate
in partnership-level administrative proceedings. A
settlement agreement with respect to partnership items binds
all parties to the settlement.

Tax Matters Partner

The TEFRA rules establish the "Tax Matters Partner" as
the primary representative of a partnership in dealings with
the IRS. The Tax Matters Partner is a general partner
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designated by the partnership or, in the absence of
designation, the general partner with the largest profits
interest at the close of the taxable year. If no Tax Matters
Partner is designated, and it is impractical to apply the
largest profits interest rule, the IRS may select any partner
as the Tax Matters Partner.

Notice requirements

The IRS generally is required to give notice of the
beginning of partnership-level administrative proceedings and
any resulting administrative adjustment to all partners whose
names and addresses are furnished to the IRS. For
partnerships with more than 100 partners, however, the IRS
generally is not required to give notice to any partner whose
profits interest is less than one percent.

Adjudication of disputes concerning pattnership’items

After the IRS makes an administrative adjustment, the
Tax Matters Partner (and, in limited circumstances, certain
other partners) may file a petition for readjustment of
partnership items in the Tax Court, the district court in
which the partnership's principal place of business is
located, or the Claims Court.

Statute of limitations

The IRS generally cannot adjust a partnership item for a
partnership taxable year if more than 3 years have elapsed
since the later of the filing of the partnership return or
the last day for the filing of the partnership return.

Description of Proposal

The proposal would create a new audic system for large
partnerships. The proposal defines "large partnership" the
same way for audit and reporting purposes (generally,
partnerships with at least 250 partners) except that certain
0il and gas partnerships are large partnerships for the audit
rules but are not subject to the large partnership reporting
requirements.

As under present law, large partnerships and their
partners are subject to unified audit rules. Unlike present
law, however, partnership adjustments generally will flow
through to the partners for the year in which the adjustment
takes effect. Thus, the current-year partners will adjust
their current-year share of partnership items of income,
gains, losses, deductions, or credits to reflect partnership
adjustments that take effect that year. The adjustments
generally will not affect prior year returns of any partners
(gxcept in the case of changes to any partner's distributive
shares).
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Effective Date

The proposal would be effective for partnership taxable
years ending on or after December 31, 1993.
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3. Advance due date for furnishing information to partners
of large partnerships

Present Law

A partnership required to file an income tax return with
the IRS must also furnish an information return to each of
its partners on or before the day on which the income tax
return for the year is required to be filed, including
extensions. Under regulations, a partnership must file its
income tax return on or before the fifteenth day of the
fourth month following the end of the partnership's taxable
year (on or before April 15, for calendar year partnerships).
This is the same deadline by which most individual partners
must file their tax returns.

Description of Proposal

The proposal provides that a large partnership mus:
furnish information returns to partners by the first March 15
following the close of the partnership's taxable year. Large
partnerships would be only those partnerships subject to the
simplified reporting rules for large partnerships.

Effective Date

The proposal is effective for taxable years ending on or
after December 31, 1993. :

4. Partnership returns on magnetic media

Present Law

Partnerships are permitted, but not required, to provide
the tax return of the partnership (Form 1065), as well as
copies of the schedules sent to each partner (Form K-1l), to
the Internal Revenue Service on magnetic media.

Description of Proposal

The proposal authorizes the IRS to require large
partnerships, and other partnerships with 250 or more
partners, to provide the tax return of the partnership and
copies of the schedules sent to each partner, to the IRS on
magnetic media.

Effective Date

For partnerships that are large partnerships (as defined
in the simplified reporting provision), the provision applies
to partnership taxable years ending on or after December 31,
1993. For partnerships that are not large partnerships (as
defined) but that have 250 or more partners, the provision
applies to partnership taxable years ending on or after
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December 31, 1998.
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5. Close partnership taxable year with respect to deceased
partner

Present Law

The taxable year of a partnership closes with respect to
a partner whose entire interest is sold, exchanged, or
liquidated. Suc- year, however, generally does not close
upon the death of a partner. Thus, a decedent's entire share
of items of income, gain, loss, deduction and credit for the

partnership year in which death occurs is taxed to the estate

or successor in interest rather than to the decedent on his
or her final income tax return. (See Estate of Hesse v.
Commissioner,’74 T.C. 1307, 1311 (1980).

Description of Proposal

The proposal provides that the taxable year of a
partnership closes with respect to a partner whose entire
interest in the partnership terminates, whether by death,
liquidation or otherwise.

The proposal is not intended to change present law with
respect to the effect upon the partnership taxable year of a
transfer of a partnership interest by a debtor to the
debtor's estate (under Chapters 78 or 11 of Title 11,
relating to bankruptcy).

Effective Date

The proposal applies to partnership taxable years
beginning after December 31, 1992. ‘ .
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Partnership Proceedings Under TEFRAl

1. Clarify the treatment of partnership items in deficiency
proceedings

Present Law

TEFRA partnership proceedings must be kept separate from
deficiency proceedings involving the partners in their
individual capacities. Prior to the Tax Court's opinion in
Munro v. Commissioner, 92 T.C. 71 (1989), the IRS computed
deficiencies by assuming that all items that were subject to
the TEFRA partnership procedures were correctly reported on
the taxpayer's return.  However, where the losses claimed
from TEFRA partnerships were so large that they offset any
proposed adjustments to nonpartnership items, no deficiency
could arise from a non-TEFRA proceeding, and if the
partnership losses were subsequently disallowed in a
partnership proceeding, the non-TEFRA adjustments might be
uncollectible because of the expiration of the statute of
limitations with respect to nonpartnership items.

Faced with this situation in Munro, the IRS issued a
notice of deficiency to the taxpayer that presumptively
disallowed the taxpayer's TEFRA partnership losses for
computational purposes only. Although the Tax Court ruled
that a deficiency existed and that the court had jurisdiction
to hear the case, the court disapproved of the methodology
used by the IRS to compute the deficiency. Specifically, the
court held that partnership items (whether income, loss,
deduction, or credit) included on a taxpayer's return must be
completely ignored in determining whether:a deficiency exists
that is attributable to nonpartnership items.

Description of Proposal

The proposal is intended to overrule Munro and allow the
IRS to return to its prior practice of computing deficiencies
by assuming that all TEFRA items whose treatment has not been
finally determined had been correctly reported on the
taxpayer's return. This will eliminate the need to do
special computations that involve the removal of TEFRA items
from a taxpayer's return, and will restore to taxpayers a
prepayment forum with respect to the TEFRA items. In
addition, the proposal provides a special rule to address the
factual situation presented in Munro.

Effective Date

1 rax Equity and Fiscal Responsibility Act of 1982.
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The proposal is effective for partnership taxable years
ending after the date of enactment.

2. Permit the IRS to rely on partnership returns to
determine the proper audit procedures

Present Law

. TEFRA established unified audit rules applicable to all
partnerships, except for partnerships with 10 or fewer
partners, each of whom is a natural person (other than a
nonresident alien) or an estate, and for which each partner's
share of each partnership item is the same as that partner's
share of every other partnership item. Partners in the
exempted partnerships are subject to regular deficiency
procedures.

Description of Proposal

The proposal permits the IRS to apply the TEFRA audit
procedures if, based on the partnership's return for the
year, the IRS reasonably determines that those procedures
should apply. Similarly, the proposal permits the IRS to
apply the normal deficiency procedures if, based on the
partnership's return for the year, the IRS reasonably
determines that those procedures should apply.

Effective Date

The proposal is effective for partnership taxable years
ending after the date of enactment.

3. Statute of limitations

a. Suspend statute when an untimely petition is filed

Present Law

In a deficiency case, section 6503(a) provides that if a
proceeding in respect of the deficiency is placed on the
docket of the Tax Court, the period of limitations on
assessment and collection is suspended until the decision of
the Tax Court becomes final, and for 60 days thereafter. The
counterpart to this provision with respect to TEFRA cases is
contained in section 6229(d). That section provides that the
period of limitations is suspended for the period during
which an action may be brought under section 6226 and, if an
action is brought during such period, until the decision of
the court becomes final, and for 1 year thereafter. As a
result of this difference in language, the running of the
statute of limitations in a TEFRA case will only be tolled by
the filing of a timely petition whereas in a deficiency case,
the statute of limitations is tolled by the filing of any
petition, regardless of whether the petition is timely.
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Description of Proposal

The proposal is designed to conform the suspension rule
for the filing of petitions in TEFRA cases with the rule
under section 6503(a) pertaining to deficiency cases. Under
the proposal, the statute of limitations in TEFRA cases would
be suspended by the filing of any petition under section
6226, regardless of whether the petition is timely or valid,
and the suspension will remain in effect until the decision
of the court becomes final, and for one year thereafter.
Hence, if the statute of limitations is open at the time that
an untimely petition is filed, the limitations period will no
longer continue to run and possibly expire while the action
is pending before the court.

Effective Date

The proposal is effective with respect to all cases in
which the period of limitations has not expired under present
law as of the date of enactment.

b. Suspend statute of limitations during bankruptcy
proceedings

Present Law

The period for assessing tax with respect to partnership
items generally is the longer of the periods provided by
section 6229 or section 6501. For partnership items that
convert to nonpartnership items, section 6229(f) provides
that the period for assessing tax shall not expire before the
date which is 1 year after the date that the items become
nonpartnership items. Section 6503(h) provides for the
suspension of the limitations period during the pendency of a
bankruptcy proceeding. However, this provision only applies
to the limitations periods provided in sections 6501 and
6502.

" Under present law, because the suspension provision in
section 6503(h) applies only to the limitations periods
provided in section 6501 and 6502, some uncertainty exists as
to whether section 6503(h) applies to suspend the limitations
period pertaining to converted items provided in section
6229(f) when a petition naming a partner as a debtor in a
bankruptcy proceeding is filed. As a result, the limitations
period provided in section 6229(f) may continue to run during
the pendency of the bankruptcy proceeding, notwithstanding
that the IRS is prohibited from making an assessment against
the debtor because of the automatic stay provisions of the
Bankruptcy Code.

Description of Proposal
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The proposal clarifies that the statute of limitations
is suspended for a partner who is named in a bankruptcy
petition. The suspension period is for the entire period
during which the IRS is prohibited by reason of the
bankruptcy proceeding from making an assessment, and for 60
days thereafter. The proposal is not intended to create any
inference as to the proper interpretation of present law.

Effective Date

The proposal is effective with respect to all cases in
which the period of limitations has not expired under present
law as of the date of enactment.

c. Extend statute of limitations for bankrupt TMPs

Present Law

Section 6229(b)(1)(B) provides that the statute of
limitations is extended with respect to all partners in the
partnership by an agreement entered into between the tax
matters partner (TMP) and the IRS. However, Temp. Treas.
Reg. secs. 301.6231(a)(7)-1T(1)(4) and 301.6231(c)-7T(a)
provide that upon the filing of a petition naming a partner
as a debtor in a bankruptcy proceeding, that partner's
partnership items convert to nonpartnership items, and if the
debtor was the tax matters partner, such status terminates.
These rules are necessary because of the automatic stay
provision contained in 11 U.S.C. sec. 362(a)(8). As a
result, if a consent to extend the statute of limitations is
signed by a person who would be the TMP but for the fact that
at the time that the agreement is executed the person was a
debtor in a bankruptcy proceeding, the consent would not be
binding on the other partners because the person signing the
agreement was no longer the TMP at the time that the
agreement was executed.

Description of Proposal

The proposal provides that unless the IRS is notified of
a bankruptcy proceeding in accordance with regulations, the
IRS can rely on a statute extension signed by a person who
would be the tax matters partner but for the fact that said
person was in bankruptcy at the time that the person signed
the agreement. Statute extensions granted by a bankrupt TMP
in these cases will be binding on all of the partners in the
partnership. The proposal is not intended to create any
inference as to the proper interpretation of present law.

Effective Date

The proposal is effective for extension agreements
entered into after the date of enactment.
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4. Expand small partnership exception from TEFRA

Present Law

TEFRA established unified audit rules applicable to all
partnerships, except for partnerships with 10 or fewer
partners, each of whom is a natural person (other than a
nonresident alien) or an estate, and for which each partner's
share of each partnership item is the same as that partner's
share of every other partnership item. Partners in the
exempted partnerships are subject to regular deficiency
procedures.

Description of Proposal

The proposal permits a small partnership to have a C
corporation as a partner or to specially allocate items
without jeopardizing its exception from the TEFRA rules.
However, the proposal retains the prohibition of present law
against having a flow-through entity (other than an estate of
a deceased partner) as a partner for purposes of qualifying
for the small partnership exception.

Effective Date

The proposal is effective for partnership taxable years
ending after the date of enactment.

5. Exclude partial settlements from l-year assessment rule

Present Law

The period for assessing tax with respect to partnership
items generally is the longer of the periods provided by
section 6229 or section 6501. For partnership items that
convert to nonpartnership items, section 6229(f) provides
that the period for assessing tax shall not expire before the
date which is 1 year after the date that the items become
nonpartnership items. Section 6231(b)(1l)(C) provides that
the partnership items of a partner for a partnership taxable
year become nonpartnership items as of the date the partner
enters into a settlement agreement with the IRS with respect
to such items.

Description of Proposal

The proposal provides that if a partner and the IRS
enter into a settlement agreement with respect to some but
not all of the partnership items in dispute for a partnersh:ip
taxable year and other partnership items remain in dispute,
the period for assessing any tax attributable to the settled
items would be determined as if such agreement had not been
entered into. Consequently, the limitations period that is
applicable to the last item to be resolved for the
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partnership taxable year shall be controlling with respect to
all disputed partnership items for the partnership taxable
year. The proposal is not intended to create any inference
as to the proper interpretation of present law.

Effective Date

The proposal is effective for settlements entered into
after the date of enactment.

6. Extend time for filing a request for administrative
adjustment ,

Present Law

If an agreement extending the statute is entered into
with respect to a non-TEFRA statute of limitations, that
agreement also extends the statute of limitations for filing
refund claims (sec. 6511(c)). There is no comparable
provision for extending the time for filing refund claims
with respect to partnership items subject to the TEFRA
partnership rules.

Description of Proposal

The proposal provides that if a TEFRA statute extension
agreement is entered into, that agreement also extends the
statute of limitations for filing refund claims attributable
to partnership items or affected items until 6 months after
the expiration of the limitations period- for assessments.

‘Effective Date

The proposal is effective as if included in the
amendments made by section 402 of the Tax Equity and Fiscal
Responsibility Act of 1982.

7. Provide innocent spouse relief for TEFRA proceedings

Present Law

In general, an innocent spouse may be relieved of
liability for tax, penalties and interest if certain
conditions are met (sec. 6013(e)). However, existing law
does not provide the spouse of a partner in a TEFRA
partnership with a judicial forum to raise the innocent
spouse defense with respect to any tax or interest that
relates to an investment in a TEFRA partnership.

Description of Proposal

The proposal provides both a prepayment forum and a
refund forum for raising the innocent spouse defense in TEFRA
cases.
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With respect to a prepayment forum, the proposal
provides that within 60 days of the date that a notice of
computational adjustment relating to partnership items is
mailed to the spouse of a partner, the spouse may request
that the assessment be abated. Upon receipt of such a
request, the assessment will be abated and any reassessment
will be subject to the deficiency procedures. If an
abatement is requested, the statute of limitations will not
expire before the date which is 60 days after the date of the
abatement. If the spouse files a petition with the Tax
Court, the Tax Court will only have jurisdiction to determine
whether the requirements of section 6013(e) have been
satisfied. In making this determination, the treatment of
the partnership items that gave rise to the liability in
guestior will be conclusive.

Alternatively, the proposal provides that the spouse of
a partner may file a claim for refund to raise the innocent
spouse defense. The claim must be filed within 6 months from
the date that the notice and demand (or notice of
computational adjustment) is mailed to the spouse. 1If the
claim is not allowed the spouse may file a refund action.
For purposes of any claim or suit under this proposal, the
treatment of the partnership items that gave rise to the
liability in question will be conclusive.

Effective Date

The proposal is effective as if included in the
amendments made by section 402 of the Tax Equity and Fiscal
Responsibility Act of 1982.

8. Determine penalties at the partnershii level

Present Law

Partnership items include only items that are required
to be taken into account under the income tax subtitle.
Penalties are not partnership items since they are contained
in the procedure and administration subtitle. As a result,
penalties may only be asserted against a partner through the
application of the deficiency procedures following the
completion of the partnership-level proceeding.

Description of Proposal

The proposal provides that the partnership level
proceeding is to include a determination of the applicability
of penalties at the partnership level. However, the proposal
allows partners to raise any partner-level defenses in a
refund forum.
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Effective bate

The proposal is effective for partnership taxable years
ending after the date of enactment.

9. Clarify jurisdiction of the Tax Court

| Present Law

Improper assessment and collection activities by the IRS
during the 150-day period for filing a petition or during the
pendency of any Tax Court proceeding, "may be enjoined in the
proper court." Present law may be unclear as to whether this
includes the Tax Court.

For a partner other than the Tax Matters Partner to be
eligible to file a petition for redetermination of
partnership items in any court or to participate in an
existing case, the period for assessing any tax attributable
to the partnership items of that partner must not have
expired. Since such a partner would only be treated as a
party to the action if the statute of limitations with
respect to them was still open, the law is unclear whether
the partner would have standing to assert that the statute of
limitations had expired with respect to them.

Description of Proposal

The proposal clarifies that an action to enjoin
premature assessments of deficiencies attributable to
partnership items may be brought in the Tax Court. The
proposal also permits a partner to participate in an action
or file a petition for the sole purpose of asserting that the
period of limitations for assessing any tax attributable to
partnership items has expired for that person. Additionally,
the proposal clarifies that the Tax Court has overpayment
jurisdiction with respect to affected items.

Effective Date

The proposal is effective for partnership taxable years
ending after the date of enactment.

10. Treatment of premature petitions filed by certain
partners

Present Law

The Tax Matters Partner is given the exclusive right to
file a petition for a readjustment of partnership items
within the 90-day period after the issuance of the notice of
a final partnership administrative adjustment (FPAA). If the
Tax Matters Partner does not file a petition within the
90-day period, certain other partners are permitted to file a
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petition within the 60-day period after the close of the
90-day period. There are ordering rules for determining
which action goes forward and for dismissing other actions.

Description of Proposal

The proposal treats premature petitions filed by certain
partners within the 90-day period will be treated as being
filed on the last day of the following 60-day period under
specified circumstances, thus affording the partnership with
an opportunity for judicial review that is not available .
under present law.

Effective Date

The proposal is effective with respect to petitions
filed after the date of enactment.

11. Clarify bond requirement for appeals from TEFRA
proceedings

Present Law

A bond must be filed to stay the collection of
deficiencies pending the appeal of the Tax Court's decision
in a TEFRA proceeding. The amount of the bond must be based
on the court's estimate of the aggregate deficiencies of the
partners.

Description of Proposal

The proposal clarifies that the amount of the bond
should be based on the Tax Court's estimate of the aggregate
liability of the parties to the action (and not all of the
partners in the partnership). For purposes of this proposal,
the amount of the bond may be estimated by applying the
highest individual rate to the total adjustments determined
by the Tax Court and doubling that amount to take into
account interest and penalties.

Effective Date

The proposal is effective as if included in the
amendments made by section 402 of the Tax Equity and Fiscal
Responsibility Act of 1982.

12. sSuspend interest where there is a delay in computational
adjustment resulting from TEFRA settlements

Present Law

Interest on a deficiency generally is suspended when a
taxpayer executes a settlement agreement with the IRS and
waives the restrictions on assessments and collections, and




~159-

the IRS does not issue a notice and demand for payment of
such deficiency within 30 days. 1Interest on a deficiency
that results from an adjustment of partnership items in TEFRA
proceedings, however, is not suspended.

Description of Proposal

The proposal suspends interest where there is a delay in
making a computational adjustment relating to a TEFRA
settlement.

Effective Date

The proposal is effective with respect to settlements
entered into after the date of enactment.
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F. Cooperative Provisions

1. Discharge of indebtedness income from prepayment of REA
loans

Present Law

Under section 501(c)(12) of the Code, a rural electric
cooperative is generally exempt from Federal income tax if at
least 85 percent of the cooperative's income is derived from
its members. Accordingly, cancellation of indebtedness
income generally must be taken into account in determining
the percentage of a cooperative's income derived from
members. In two prior technical corrections, Congress has
provided that the B8S-percent test is determined without
regard to any cancellation of indebtedness income arising
from the prepayment of a loan pursuant to certain sections of
the Rural Electrification Act ("REA Act"), as in effect on
January 1, 1987.

Section 2387 of the Food, Agriculture, Conservation, and
Trade Act of 1990 (the "1990 Farm Act") amended section 306B
of the REA Act to provide that rural electric cooperatives
that merge with another rural electric cooperative that
previously prepaid REA loans under the 1988 or 1989 Budget
Reconciliation Acts also could prepay REA loans at a
discount. Because this amendment occurred after January 1,
1987, the cancellation of indebtedness income arising from
such prepayments would not be excluded in determining the
85-percent test under present law.

Desétiption of Proposal -

The proposal provides that the 85-percent test of
section 501(c)(12) would be determined without regard to
cancellation of indebtedness income arising from the
prepayment of REA loans as permitted under the amendments
made by the 1990 Farm Act.

Effective Date

The proposal would be effective with respect only to
prepayments of REA loans made after December 31, 1992.
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2. Treatment of amounts received by telephone cooperatives

Present Law

Mutual or cooperative telephone companies ("telephone
cooperatives") are exempt from Federal income tax if 85
percent of more of their income consists of amounts collected
from members for the sole purpose of meeting losses and
expenses. In applying this 85-percent test, certain income
received by a telephone cooperative is disregarded, including
income received from a nonmember telephone company for the
performance of communication services which involve members
of the telephone cooperative (sec. 501(c¢c)(12)(B)).

Description of Proposal

For purposes of the 85-percent test under section
501(c)(12), 50 percent of the income received by a telephone
cooperative from a nonmember telephone company for performing
communication services--e.g., fees received for originating
(or terminating) a long-distance call placed by (or to) a
member--would be treated as collected from members of the
telephone cooperative. The remaining 50 percent of income
received by a telephone cooperative from a nonmember
telephone company would, as under present law, be excluded
from the 85-percent test under section 501(c)(12)(B)(1i).

The proposal also excludes from the B5-percent test
under section 501(c)(12) amounts received by a telephone
cooperative from billing and collection services performed
for another telephone company.

In addition, under the proposal, telephone cooperatives
would not lose their tax-exempt status if they earn certain
investment "reserve income" in excess of 15 percent of their
total income, but only if such reserve income does not exceed
35 percent of the cooperative's total income. Tax-exempt
telephone cooperatives would be subject to the unrelated
business income tax (UBIT) on their reserve income between
the l5-percent and 35-percent range.

Effective Date

The proposal would be effective for amounts received or
accrued after December 31, 1992.
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3. Treatment of certain housing cooperatives

Present Law

Under section 277, costs incurred by a "membership
organization" attributable to furnishing services, insurance,
goods or other items of value to its members are deductible
in any taxable year only to the extent of any income the
organization has derived from its members. The Internal
Revenue‘Servife has held that section 277 applies to housing
cooperatives,~, while certain courts have held that section
277 does not apply 50 housing cooperatives subject to tax
under subchapter T.

Description of Proposal

The proposal would clarify that section 277 does not
apply to a "cooperative housing corporation" (as described in
section 216(b)(1). The proposal would, however, adopt a rule
similar to section 277 that patronage losses of the
corporation cannot offset earnings that are not patronage
earnings.

For this purpose, the proposal defines patronage
earnings and losses to mean “earnings and losses ... derived
from business done with or for patrons of the corporation."
Moreover, the proposal specifically treats the following
items as "patronage earnings": (1) interest on reasonable
reserves established in connection with the corporation,
including reserves required by a government agency or lender,
(2) rents from laundry and parking to the extent attributable
to use of the facilities by tenant-stockholders (as defined
in Section 216(b)(2)) and their guests, and (3) in the case
of certain "limited equity cooperative housing corporations”,
rental income attributable to housing projects operated by
such corporations.

. No inference shall be drawn from the proposal regarding
the deductibility of patronage losses under present law.

Effective Date

The proposal would apply to taxable years beginning
after the date of enactment.

lsee Rev. Pul. 90-36, 1990-1 C.B. 59.

25ee Landmark v. United States, 92-1 Tax Cas. (CCH) para.
50,058 (Ct. Cl. 1992); Farm Services Coqperatlve v.
Commissioner, 70 T.C. 145, 155-57, (1978), rev'd gg other
grounds, 611 F.2d 1270 (9th Cir. 1980).
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4. Treatment of safe-harbor leases of membership
organizations

Present Law

Present law provides that, in the case of a membership
organization (such a cooperative), losses from transactions
with members cannot be used to offset income from
transactions with nonmembers. The Internal Revenue Service
has taken the position that the interest income derived from
a safe-harbor sale-leaseback transaction is income not '
derived from transactions with members while the rental
expense from such a sale-leaseback transaction must be
allocated between income derived from members and nonmembers.

Description of Proposal

Under the proposal, the interest income and rental
expense from the sale and leaseback of the property under a
safe-harbor lease would be netted and any difference would be
allocated between members and nonmembers in proportion to the
business done with each group.

Effective Date

The proposal would be effective for all taxable years
beginning before, on, or after the date of enactment.
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Subpart C. Compliance Provisions
A. Administrative Provisions
1. Simplify employment tax reporting for household employees

Present Law

An employer who pays a household employee wages of $50
or more in a calendar quarter for household work must
withhold social security taxes (including medicare taxes)
from wages paid to the employee during the quarter. The
employer must also pay an amount of tax that matches the tax
withheld from -he employee's wages. The employer must file
an Employer's .uarterly Tax Return (Form 942) each guarter
and a Wage and Tax Statement (Form W-2) at the end of the
year.

In addition, an employer must pay federal unemployment
taxes if he or she paid cash wages to household employees
totalling $1,000 or more in a calendar quarter in the current
or preceding year. The employer must file an Employer's
Annual Federal Unemployment Tax Return (Form 940 or Form
940-EZ) at the end of the year.

Description of Proposal

The proposal would change the threshold for withholding
and paying social security taxes from $50 a quarter to $300 a
year. The proposal would require an individual who employs
only household employees to report any social security or
federal unemployment tax obligation for wages paid to such
employees on his or her income tax return for the year. The
proposal would include a household employer's social security
and unemp.oyment taxes in the estimated tax provisions. The
proposal would authorize the Secretary to enter into
agreements with States to collect state unemployment taxes in
the same manner.

The proposal would authorize the Treasury to issue
regulations to implement this provision.

Effective Date

The proposal would be effective for remuneration paid in
calendar years beginning after December 31, 1991.

2. Penalties for failure to provide reports relating to
pension payments

Present Law

Any person who fails to file an information report with
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the Internal Revenue Service on or before the prescribed
filing date is subject to penalties for each failure. The
general penalty structure provides that the amount of the
penalty is to vary with the length of time within which the
taxpayer corrects the failure, and allows taxpayers to
correct a de minimis number of errors and avoid penalties
entirely (sec. 6721). A different, flat-amount penalty
applies for each failure to provide information reports to
the IRS or statements to payees relating to pension payments
(sec. 6652(e)).

Description of Proposal

The proposal would incorporate into the general penalty
structure the penalties for failure to provide information
reports relating to pension payments to the IRS and to
recipients. Thus, information reports with respect to pension
payments would be treated in a similar fashion to other
information reports. ‘

Effective Date

The proposal would apply to returns and statements the
due date for which is after December 31, 1991.

3. Clarify that reproductions from digital images are
reproductions for recordkeeping purposes

Present Law

Reproductions of a return, document, .and certain other
matters have the same legal status as the original for
purposes of judicial and administrative proceedings. It is
unclear whether reproductions made from digital images are
also accorded the same legal status as originals.

Description of Proposal

The proposal would provide that the term reproduction
includes a reproduction from a digital image. The proposal
would also require the Comptroller General to conduct a study
of available digital image technology for the purpose of
determining the extent to which reproductions of documents
stored using that technology accurately reflect the data on
the original document and the appropriate period for
retaining the original document. .

Effective Date

The proposal would be effective on the date of
enactment.
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4. Repeal of authority to disclose whether a prospective
juror has been audited

Present Law

In connection with a civil or criminal tax proceeding to
which the United States is a party, the Secretary must
disclose, upon the written request of either party to the
lawsuit, whether an individual who is a prospective juror has
or has not been the subject of an audit or other tax
investigation by the Internal Revenue Service (sec.
6103(h)(5)). '

Description of Proposal

The proposal would repeal the requirement that the
Secretary disclose, upon the written request of either party
to the lawsuit, whether an individual who is a prospective
juror has or has not been the subject of an audit or other
tax investigation by the Internal Revenue Service.

Effective Date

The proposal would be effective for judicial proceedings
pending on, or commenced after, the date of enactment.

5. Repeal TEFRA audit rules for S corporations

Present Law

An S corporation generally is not subject to income tax
on its taxable income. 1Instead, it files an information
return and the shareholders report their pro rata share of
the S corporation's income and deductions on the
shareholders' tax return.

The Subchapter S Revision Act of 1982 generally made the
TEFRA partnership audit and litigation rules applicable to S
corporations. These rules require the determination of all
"Subchapter S items" at the corporate, rather than the
shareholder, level. These rules also require a shareholder
to report all Subchapter S items consistently with the
corporation's information return or to notify the IRS of any
inconsistency. Temporary regulations contain an exception
from these rules for "small S corporations," i.e., those with
five or fewer shareholders, each of whom is a natural person
or an estate.

Description of Proposal

The proposal would repeal the unified audit procedures
for S corporations. The proposal would retain, however, the
requirement that shareholders report items in a manner
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consistent with the corporation's return.

Effective Date

The proposal would be effective for taxable years
beginning after the date of enactment.

6. Clarify statute of limitations for items from passthrough
entities
- Present Law

Passthrough entities (such as S corporations,
partnerships, and certain trusts) generally are not subject
to income tax on their taxable income. Instead, these
entities file information returns and the entities'
shareholders (or beneficial owners) report their pro rata
share of the gross income and are liable for any taxes due.

Some believe that present law may be unclear as to
whether the statute of limitations for adjustments that arise
from distributions from passthrough entities should be
applied at the entity or individual level (i.e., whether the
3-year statute of limitations for assessments runs from the
time that the entity files its information return or from the
time that a shareholder timely files his or her income tax
return). (Compare Fehlhaber v. Comm., 94 TC 863 (1990) with
Kelly v. Comm., 877 F.2d 7567 (9th Cir. 1989)).

Description of Proposal

The proposal would clarify that the return that starts
the running of the statute of limitations for a taxpayer is
the return of the taxpayer and not the return of another
person from whom the taxpayer has received an item of income,
gain, loss, deduction, or credit. The proposal is not
intended to create any inference as to the proper
interpretation of present law.

Effective Date

The proposal would be effective for taxable years
beginning after the date of enactment.
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B. Tax Court Provisions

1. Clarify jurisdiction of Tax Court with respect to
overpayment determinations

Present Law

The Tax Court may order the refund of an overpayment
determined by the Court, plus interest, if the IRS fails to
refund such overpayment and interest within 120 days after
the Court's decision becomes final. Whether such an order is
appealable is uncertain.

In addition, it is unclear whether the Tax Court has
jurisdiction over the validity or merits of certain credits
or offsets (e.g., providing for collection of student loans,
child support, etc.) made by the IRS that reduce or eliminate
the refund to which the taxpayer was otherwise entitled.

Description of Proposal

The proposal would clarify that an order to refund an
overpayment is appealable in the same manner as a decision of
the Tax Court. The proposal would also clarify that the Tax
Court does not have jurisdiction over the validity or merits
of the credits or offsets that reduce or eliminate the refund
to which the taxpayer was otherwise entitled.

Effective Date

The proposal would be effective on thé date of
enactment.

2. Clarify procedures for administrative cost awards

Present Law

Any person who substantially prevails in any action
brought by or against the United States in connection with
the determination, collection, or refund of any tax,
interest, or penalty may be awarded reasonable administrative
costs incurr<? before the IRS and reasonable litigation costs
incurred in ccnnection with any court proceeding.

No time limit is specified for the taxpayer to apply to
the IRS for an award of administrative costs. 1In addition,
no time limit is specified for a taxpayer to appeal to the
Tax Court an IRS decision denying an award of administrative
costs. Finally, the procedural rules for adjudicating a
denial of administrative costs are unclear.
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Desc;iption of Proposal

The proposal would provide that a taxpayer who seeks an
award of administrative costs must apply for such costs
within 90 days of the date on which the taxpayer was
determined to be a prevailing party. The proposal would
provide that a taxpayer who seeks to appeal an IRS denial of
an administrative cost award must petition the Tax Court
within 90 days after the date that the IRS mails the denial
notice.

The proposal would clarify that dispositions by the Tax
Court of petitions relating only to administrative costs are
to be reviewed in the same manner as other decisions of the
Tax Court.

Effective Date

The proposal would be effective on the date of
enactment,

3. Clarify Tax Court jurisdiction over interest
determinations

Present Law

A taxpayer may seek a redetermination of interest after
certain decisions of ‘the Tax Court have become final by
filing a petition with the Tax Court.

The proposal would provide that a taibayer must file a
"motion" (rather than a "petition") to seek a redetermination
of interest in the Tax Court.

Effective Date

The proposal would be effective on the date of
enactment.

4. Clarify net worth requirements for awards of
administrative or litigation costs

Present Law

Any person who substantially prevails in any action
brought by or against the United States in connection with
the determination, collection, or refund of any tax,
interest, or penalty may be awarded reasonable administrative
costs incurred before the IRS and reasonable litigation costs
incurred in connection with any court proceeding.

A person who substantially prevails must meet certain
net worth requirements to be eligible for an award of
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administrative or litigation costs. In general, only an
individual whose net worth does not exceed $2,000,000 is
eligible for an award, and only a corporation or partnership
whose net worth does not exceed $7,000,000 is eligible for an
award. (The net worth determination with respect to a
partnership or S corporation applies to all actions that are
in substance partnership actions or S corporation actions,
including unified entity-level proceedings under sections
6226 or 6228, that are nominally brought in the name of a.
partner or a shareholder.)

Description of Proposal

The proposal would provide that the net worth
limitations currently applicable to individuals also apply to
estates and trusts. The proposal would also provide that
individuals who file a joint tax return shall be treated as
one individual for purposes of computing the net worth
limitations. Consequently, the net worth of both spouses
would be aggregated for purposes of this computation. An
exception to this rule would be provided in the case of a
spouse otherwise qualifying for innocent spouse relief.

Effective Date

The proposal would apply to proceedings commenced after
the date of enactment.
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C. Permit IRS to Enter Into Cooperative Agreements With
State Tax Authorities

Present Law

The IRS is generally not authorized to provide services
to non-Federal agencies even if the cost is reimbursed (62
Comp. Gen. 323,335 (1983)).

Description of Proposal

The proposal would provide that the Secretary is
authorized to enter into cooperative agreements with State
tax authorities to enhance joint tax administration. These
agreements may include (1) joint filing of Federal and State
income tax returns, (2) single processing of these returns,
and (3) joint collection of taxes (other than Federal income
taxes).

The proposal would provide that these agreements may
require reimbursement for services provided by either party
to the agreement. Any funds appropriated for tax
administration may be used to carry out the responsibilities
of the IRS under these agreements, and any reimbursement
received under an agreement shall be credited to the amount
appropriated.

No agreement may be entered into that does not provide
for the protection of confidentiality of taxpayer information
that is required by section 6103.

Effective Date

This proposal would be effective on the date of
enactment.

D. Employment Tax Provision
l. Employment tax status of certain fishermen

Present Law

Under present law, service as a crew member on a fishing
vessel is generally excluded from the definition of
employment for purposes of income tax withholding on wages
and for purposes of FICA and FUTA taxes if the operating crew
of the boat normally consists of fewer than 10 individuals,
the individual receives a share of the catch based on the
total catch, and the individual does not receive cash
remuneration other than proceeds from the sale of the
individual's share of the catch. Reporting is required with
respect to amounts paid to crew members covered by the
exemption.
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Description of Proposal

The operating crew of a boat would be treated as _
normally made up of fewer than 10 individuals if the average
size of the operating crew on trips made during the preceding
4 calendar quarters consisted of 10 o: fewer individuals. 1In
addition, the exemption would apply if the crew member
receives, in addition to the cash remuneration permitted
under present law, cash remuneration which does not exceed
$100 per trip, is contingent on a minimum catch, and is paid
solely for additional duties (e.g., mate, engineer, or cook)
for which additional cash remuneration is traditional. The
reporting requirements applicable to remuneration paid to
fishermen would be modified to require reporting of such cash
payments.

Effective Date

The proposal would apply to remuneration paid on or
after January 1, 1992. 1In addition, the proposal would apply
to remuneration paid after December 31, 1984, and before
January 1, 1993, unless the payor treated such remuneration
when paid as being subject to wage withholding and employment
taxes.




Subpart D. Foreign Tax Provisions
1. Deferral of tax on income earned through foreign

corporations and exceptions to deferral

Present Law

U.S. citizens and residents and U.S. corporations
(collectively, "U.S. persons") generally are taxed currently
by the United States on their worldwide income. Income
earned by a foreign corporation, the stock of which is owned
in whole or in part by U.S. persons, generally is not taxed
by the United States until the foreign corporation
repatriates those earnings by payment to its U.S.
stockholders.

The Code sets forth several regimes providing exceptions
to the general rule deferring U.S. tax on income earned
indirectly through a foreign corporation: the controlled
foreign corporation rules (secs. 951-964); the foreign
personal holding company rules (secs. 551-558); passive
foreign investment company (PFIC) rules (secs. 1291-1297);
the personal holding company rules (secs. 541-547); the
accumulated earnings tax (secs. 531-537); and rules for
foreign investment companies (sec. 1246) and electing foreign
investment companies (sec. 1247). These separate regimes
have complex and overlapping application to foreign
corporations with U.S. stockholders.

Description of Proposal

In general

- The proposal replaces the separate anti-deferral regimes
of present law with a unified set of rules providing for
either partial or full elimination of deferral depending on
the circumstances. The proposal preserves the present-law
approach under which partial current taxation is a function
of the type of income earned by the foreign corporation and a
level of U.S. ownership in the corporation exceeding some
threshold (as currently embodied in subpart F). The proposal
also preserves the present-law approach under which full
current taxation is a function of a type of income or assets
of the corporation exceeding some threshold (as currently
embodied in subpart F, the PFIC rules, and the foreign
personal holding company rules). The proposal eliminates
regimes that are redundant or marginally applicable, and
ensures that no more than one set of rules generally will
apply to a shareholder's interest in any one corporation in
any one year.

Generally, the proposalwretains,the subpart erules,as
the fqundation of its unified anti-deferral regime (with
certain modifications described below and also in item 2.,
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following). It includes a modified version of the PFIC rules
while eliminating the other regimes as redundant to one or
the other. The proposal's unified anti-deferral regime sets
forth various thresholds for subjectlng U.S. persons to full
or partial inclusions of corporate income. In addition,
where deferral is eliminated by U.S. shareholder inclusions
of foreign corporate-level income, the proposal applies a
single set of rules (the subpart F rules) for basis
adjustments, characterization of actual distributions,
foreign tax credits, and similar issues. As under present
law, the proposal in some cases affords U.S. persons owning
stock in foreign corporations a choice of technique for
recognizing income from the elimination of deferral.

However, in a greater number of cases than under present law,
the proposal provides only one method of eliminating
deferral.

Replacement of current law regimes for full elimination of
deferral

The proposal creates a single definition of a passive
foreign corporation (PFC) that will unify and replace the
foreign personal holding company and PFIC definitions. The
rules applicable to PFCs represent a hybrid of
characteristics of the foreign personal holding company
rules, the PFIC rules, and the controlled foreign corporation
rules (subpart F), plus a new mark-to-market regime, as well
as a variety of simplifying or technical changes to rules
under the existing systems. The following discussion
explains the differences between the PFIC provisions of
present law and the PFC provisions applicable under the
proposal.

A PFC is any foreign corporation if (1) 60 percent or
more of its gross income is passive income, (2) 50 percent or
more of its assets (on average during the year, measured by
value) produce passive income or are held for the production
of passive income, or (3) it is registered under the
Investment Company Act of 1940 (as amended) either as a
management company or as a unit investment trust. As under
the PFIC rules, the foreign corporation is permitted to elect
to measure its assets based on their adjusted bases rather
than their value.

As under present law, passive income for this purpose is
defined in the proposal generally as any income of a kind
which would be foreign personal holding company income as
defined in section 954(c), subject to the current law

1 It is understood that a mutual insurance company can be
treated under the proposal and under present law as a passive
foreign corporation, notw1thstand1ng the. fact that such a
company does not actually issue "stock."
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exceptions for banking and insurance income and the current
look-through rules for cergain payments from related persons
(current sec. 1296(b)(2)).

The proposal adds a new exception to the definition of
passive income. Under the proposal, to the extent that any
asset is properly treated as not held for the production of
passive income (and therefore is treated as not a passive
asset for purposes of the asset test), all income derived
from the asset is treated as active income for purposes of
the income test. Ordinarily the character of an asset as
passive or active depends on the income generated by that
asset. However, as explained above, some assets (for
example, stocks or securities held for sale to customers in
the ordinary course of business by a regular dealer in such
property, and properly identified as inventory property) may
be treated as active even though those assets generate, among
other things, passive income. It is unclegr whether this was
intended when the PFIC rules were enacted.

The proposal establishes that, to the extent an asset is
properly treated as active, all of the income from that asset
is treated as active for purposes of the income test. The
proposal is not intended to change the outcome of the @
application of the asset test under present law. For
example, it would not be intended to limit the IRS's
authority to prescribe limits, as it did in Notice 88-22, on
the cases in which assets generating,what could be passive
income are treated as active assets. In addition, it would

2 Thus, the proposal retains the exception for income
derived in the active conduct of an insurance business by a
corporation which is predominantly engaged in an insurance
business and which would be subject to tax under subchapter L
if it were a domestic corporation. It would be intended that
in determining whether a corporation is "predominantly
engaged” for this purpose, the Secretary may require a higher
standard or threshold than the definition of an insurance
company under Treasury Regulations section 1.801-3(a).

3 Active asset treatment of certain securities held for sale
to the public is confirmed in Notice 88-22, 1988-1 C.B. 489,
490, and S. Rep. No. 100-44S5, 100th Cong., 2d Sess. 281
(1988). The legislative history of the 1986 Act further
suggested a view that all income from such inventory would be
treated as active. "[S]ecurities held for sale to the
public[] are assets that do not give rise to subpart F FPHC
income by virtue of the dealer exception in sec. 954(c)...."
Staff of the Joint Committee on Taxation, 100th Cong., 1lst
Sess., General Explanation of the Tax Reform Act of 1986, at
1025 (1987).

(Footnote continued)
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be intended that where one item of property is properly
viewed as two separate assets, a portion of the property can
be treated as a passive asset that generates passive income
while another portion of the same property can be treated as
a nonpassive asset that generates nonpassive income. For
example, assume that a taxpayer owns a six-story office
building, and occupies two floors for use in its active
business while renting out the other four floors. Assume
that the two floors used in the active business are properly
viewed as a nonpassive asset, while the four leased floors
are properly viewed as a passive asset. It would be intended
that the rental income from the four leased floors in this
example be treated as passive income.

It is understood that dealers in stocks and securities
engage in securities sale and repurchase transactions
(so-called "repos" and "reverses") and securities lending and
borrowing transactions. For example, it is understood that
securities dealers may engage in offsetting repo and reverse
transactions--i.e., may run a "matched book" with respect to
such transactions. In addition, it is understood that
securities dealers enter into reverse repos and securities
borrowing transactions to cover short sales and failed
deliveries of securities for settlement of trades, and use
repos and securities loans to finance inventory positions.

It is understood that such transactions engaged in by
regular dealers in stocks or securities may generate some
income that is treated as passive under the PFIC rules of
present law. It would be intended that a study be conducted
by the Treasury Department as to the tax treatment for
purposes of the PFC rules of such transactions, and the
consequences and merits of possible changes in such
current-law tax treatment. It would be intended that the
Treasury study be completed within one year after the date of
enactment of the proposal.

In addition, the proposal provides a clarification to
present law. The proposal clarifies that, as indicated in
the legislative history of the 1988 Act, the same-country
exceptions from the definition of foreign personal holding
company income in section 954(c) do not apply in degermining
passive income for purposes of the PFIC definition.

4(continued)

4" Under the Notice, for example, the IRS conditioned active
asset treatment of securities inventories on compliance with
an identification requirement and a reasonable needs
requirement. 1988-1 C.B. at 490.

5 H.R. Rep. No. 100-795, 100th Cong., 2d Sess. 272 (1988);
S. Rep. No. 100-445, 100th Cong., 2d Sess. 285 (1988).
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The proposal modifies the present law application of the
asset test by treating certain leased property as assets held
by the foreign corporation for purposes of the PFC asset
test. This rule applies to tangible personal property with
respect to which the foreign corporation is the lessee under
a lease with a term of at least 12 months. Under the
proposal, the value of leased property for purposes of
applying the asset test is the lesser of the fair market
value of the property or the unamortized portion of the
present value of the payments under the lease. Regulations
are to provide for determining the unamortized portion of the
present value of the payments. Present value is to be
determined, under regulations, as of the beginning of the
lease term, and, except as provided in regulations, by using
a discount rate equal to the applicable Federal rate ,
determined under the rules applicable to original discount
instruments (sec. 1274(d)), substituting under those rules
the term of the lease for the term of the debt instrument.

In applying those rules, options to renew or extend the lease
are not to be taken into account. Also, the special rule to
be applied under section 1274(d)(2) in the case of a sale or

exchange is disregarded. Property leased by a corporation is

not taken into account in testing for PFC status under the
asset test either if the lessor is a related person (as that
term is defined under the foreign base company rules) with
respect to the lessee, or if a principal purpose of leasing
the property was to avoid the PFC provisions.

The proposal also modifies the present law rules that
provide an exception from the definition of a PFIC in the
case of a company changing businesses. Under the proposal,
if a foreign corporation holds 25 percent or more of the
stock of a second corporation that qualifies for the
change-of-business exception (current sec. 1297(b)(3)), then
in applying the look-though rules (current sec. 1296(c)), the
first corporation may treat otherwise passige assets or
income of the second corporation as active.

The proposal generally retains those provisions of
current law the application of which depends upon whether a
foreign corporation was a PFIC for years after 1986 (e.g.,
current sec. 1291(d)), but modifies these provisions to test
whether the foreign corporation was a PFC for years after
1986. As a transitional definition, the proposal provides

6 The proposal retains the present law rules that provide an
exception from the definition of a PFIC in the case of a
start-up company (current sec. 1297(b)(2)). Under the
proposal, it would be intended that the start-up company
exception be applied, where necessary to carry out the
purposes of the PFC rules, by treating as one corporation all
related foreign corporations that transferred assets to the
start-up company.
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that a foreign corporation that was treated as a PFIC for any
taxable year beginning before the introduction of the
proposal is treated as having been a PFC for each such year.

The proposal provides a new election that will allow
certain passive foreign corporations to be treated as
domestic corporations. A foreign corporation is eligible to
make this election if (1) it would qualify for treatment as a
regulated investment company (RIC) under the relevant
provisions of the Code if it actually were a domestic
corporation, (2) it meets such requirements as the Secretary
may prescribe to ensure the collection of taxes imposed by
the Internal Revenue Code on the passive foreign corporation,
and (3) the electing passive foreign corporation waives all
benefits which are granted by the United States under any
treaty (including treaties other than tax treaties) and to
which the corporation is otherwise entitled by reason of
being a resident of another country. The rules governing
such an election generally will be similar to those
applicable to the election by a foreign insurance company to
be treated as a domestic corporation under section 953(d).
The rules governing the election under the PFC rules,
however, will not include rules similar to the special rules
applicable under section 953(d) for pre-effective-date
earnings and profits (sec. 953(d)(4)(B)).

The proposal provides a special rule regarding the
application of the PFC rules to tax-exempt organizations that
own stock in passive foreign corporations. The PFC rules,
under the proposal, apply to any stock held by a tax-exempt
organization (under section 501) in a passive foreign
corporation only to the extent that a dividend on that stock
would be taken into account in determining the organization's
unrelated business taxable income. To that extent, the PFC
rules apply with respect to amounts taken into account in
computing unrelated business taxable income in the same
manner as if the organization were fully taxable. Even if a
dividend on the PFC stock would not be taken into account in
determining the organization's unrelated business taxable
income, however, it would be intended that any U.S.
corporation regardless of its tax-exempt status will be
treated as a U.S. person for purposes of determining whether
or not a PFC is U.S. controlled.

Tax treatment under full elimination of deferral

The benefits of deferral are eliminated with respect to
the income of a PFC under three alternative methods: current
inclusion, mark-to-market, or interest charge on excess
distributions.
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Current inclusion method

Mandatory current inclusion.--If a passive foreign
corporation 1s U.S. controlled, the proposal will subject
every U.S. person owning (directly or indirectly) stock in
the PFC to income inclusions under a modified version of the
controlled foreign corporation rules. If a PFC is not U.S.
controlled, every U.S. person owning (directly or indirectly)
25 percent or more of the vote or value of the stock of the
PFC will be subject to the same rules. Under the proposal,
the entire gross income of the passive foreign corporation
(subject to applicable deductions) is treated as foreign base
company income, and thus is included (net of appropriate
deductions) on a pro rata basis in the income of each U.S.
person directly or indirectly owning stock in the PFC, under
a modified application of the rules of sections 951 and 961.
Actual distributions of earnings by such a PFC are treated
similarly to distributions of previously taxed income under
sections 959 and 961. These rules supersede all application
of the present-law rules applicable to foreign personal
holding companies, under which earnings are deemed
distributed and then contributed to the capital of the
foreign personal holding company. ‘

In applying the subpart F inclusion rules to PFC
inclusions, the proposal applies the subpart F high-tax
exception (under sec. 954(b)(4)) only to those shareholders
in the PFC who are treated as "U.S. shareholders" of a
controlled foreign corporation under the general rules of
subpart F (i.e., thosé who own, whether directly, indirectly,
or constructively, at least 10 percent of the voting power of
the controlled foreign corporation). This limitation on the
application of the controlled foreign corporation rules
preserves present law to the extent that no high-tax
exception is available to PFICs that are not also controlled
foreign corporations. However, because the proposal repeals
the foreign personal holding company provisions of the Code,
the effect of this high-tax exception is to increase the
possibility for deferral in the case of a company that under
present law meets the definitions of both a controlled -
foreign corporation and a foreign personal holding company.

Also in general conformity with present law, the ,
proposal permits the character of the PFC's income as either
ordinary income or capital gain to be passed through to those
shareholders of the PFC who are not treated as "U.S.

shareholders" of a controlled foreign corporation under the

general rules of subpart F (i.e., those who do not own,

7 fThe treatment of PFC income as foreign base company income
for purposes of subpart F is not intended to affect the
application of look-through treatment of that income for
purposes of the foreign tax credit limitation.
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Qhether directly, indirectly, or constructively, at least 10
percent of the voting power of the controlled foreign
corporation).

In addition, the proposal modifies the application of
subpart F to PFCs by including foreign base company income of
a PFC in the income of U.S. persons without regard to
otherwise applicable reductions pursuant to the export trade
corporation rules (secs. 970 and 971). This modification to
the application of the controlled foreign corporation rules
preserves present law in that the PFIC provisions apply in
full force to export trade corporations.

It is understood that equity issues have been raised
with regard to the application of the PFIC rules to export
trade corporations. Accordingly, it would be intended that
consideration of this matter would be scheduled at the
earliest possible date.

A passive foreign corporation is treated under the
proposal as U.S. controlled for this purpose either if it
would be treated as a controlled foreign corporation under
the rules of subpart F, or if, at any time during the taxable
year, more than 50 percent of the vote or value of the
corporation's stock was owned directly or indirectly by five
or fewer U.S. persons (including but not limited to
individuals, and including all U.S. citizens regardless of
their residence). 1Indirect stock ownership under the
proposal generally refers to stock ownership through foreign
entities within the meaning of section 958(a)(2). In
addition, for the purpose of determining whether a foreign
corporation is U.S. controlled by virtue of the ownership of
more than 50 percent of its stock by five:-or fewer U.S.
persons, the constructive ownership principles of the
present-law foreign personal holding company rules generally
apply. In the case of pass-through entities such as
partnerships, S corporations, estates, and trusts, the
constructive ownership principles of the present-law foreign
personal holding company rules apply except as provided in
regulations. It is contemplated that regulations may modify
the constructive ownership rules, for example, in the case of
a trust in which the beneficial interests may be contingent,
subject to determination or adjustment within the discretion
of the trustee, or otherwise variable or indeterminate.

Elective current inclusion.--A U.S. person not subject
to the above mandatory current inclusion rules--that is, a
U.S. person owning less than 25 percent of the stock in a PFC
that is not U.S. controlled--may elect application of those
rules. As under current law, the PFC is characterized as a
"qualified electing fund" with respect to such a U.S. person.
In the application of the elective current-inclusion rules,
the passive foreign corporation is treated as a controlled
foreign corporation with respect to the taxpayer, and the
taxpayer is treated as a U.S. shareholder of the corporation.
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For foreign tax credit purposes, amounts included in the

taxpayer's gross income under this modified application of
the controlled foreign corporation rules are treated as
dividends received from a foreign corporation which is not a
controlled foreign corporation. Thus, an amount would be
treated as a dividend from a noncontrolled section 902
corporation, or as passive income, depending on the
shareholder's percentage ownership and status as an
individual or a corporation.

The application and operation of the shareholder-level
election for treatment as a qualified electing fund generally
are the same as under the present-law PFIC rules. It would
be intended that, in the case of PFC stock owned through a
foreign partnership, a partner-level election for treatment
as a qualified electing fund will be permitted (except in the
case of a foreign partnership that is subject to the
simplified reporting rules available to certain large
partnerships under subtitle C of the proposal's
simplification provisions).

Mark-to-market method

Less~than-25-percent shareholders of passive foreign
corporations that are not U.S.-controlled, and who do not
elect current inclusion ("nonelecting shareholders"), are
subject under the proposal to one of two methods for taxing
the economic equivalent of the PFC's current income: the
mark-to-market method or the interest-charge method. The
mark-to-market method does not apply to the stock of a U.S.
person in any PFC that is U.S. controlled (as discussed
above), to the stock of a person choosing qualified electing
fund treatment, or to stock of a U.S. person who is a
25-percent shareholder (as defined above).

Under the proposal, nonelecting shareholders of a PFC
with marketable stock are required to mark their PFC shares
to market annually. Under the mark-to-market method, the
U.S. person is required to include in gross income each
taxable year an amount equal to the excess (if any) of the
fair market value of the PFC stock as of the close of the
taxable year over the adjusted basis of the stock. In the
event the adjusted basis of the stock exceeds its fair market
value, the U.S. person is allowed a deduction for the taxable
year equal to the lesser of the amount of the excess or the
"unreversed inclusions" with respect to the stock. The
proposal defines the term "unreversed inclusions" to mean,
with respect to any stock in a passive foreign corporation,
the excess (if any) of the total amount of mark-to-market
gains with respect to the stock included by the taxpayer for
prior taxable years, over the amount of mark-to-market losses
with respect to such stock that were allowed as deductions
for pricr taxable years.
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The adjusted basis of stock in a passive foreign
corporation is increased by the amount of mark-to-market gain
included in gross income, and is decreased by the amount of
mark-to-market losses allowed as deductions with respect to
such stock. In the case of stock owned indirectly by the
U.S. person, such as through a foreign partnership, foreign
estate or foreign trust (as discussed below), the basis
adjustments for mark-to-market gains and losses apply to the
basis of the PFC stock in the hands of the intermediary
owner, but only for pu:poses of the subsequent application of
the PFC rules to the tax treatment of the indirect U.S.
owner. In addition, similar basis adjustments are made to
the adjusted basis of the property actually held by the U.S.
person by reason of which the U.S. person is treated as
owning PFC stock.

All amounts of mark-to-market gain on PFC stock, as well
as gain on the actual sale or distribution of PFC stock, are
treated as ordinary income. Similarly, ordinary loss
treatment applies to the deductible portion of any
mark-to-market loss on PFC stock, as well as to any loss
realized on the actual sale or other disposition of PFC stock
to the extent that the amount of such loss does not exceed
the unreversed inclusions with respect to that stock. These
loss deductions are treated as deductions allowable in
computing adjusted gross income.

The source of any amount of mark-to-market gain on PFC
stock is determined in the same manner as if the amount of
income were actual gain from the sale of stock in the passive
foreign corporation. Similarly, the source of any amount
allowed as a deduction for mark-to-market loss on PFIC stock
is determined in the same manner as if that amount were an
actual loss incurred on the sale of stock in the passive
foreign corporation.

Definition of "marketable stock."--The mark-to-market
method under the proposal only applies to passive foreign
corporations the stock of which is "marketable." PFC stock
is treated as marketable if it is regularly traded on a
qualified exchange, whether inside or outside the United
States. An exchange qualifies for this treatment if it is a
national securities exchange which is registered with the
Securities and Exchange Commission or the national market
system established pursuant to section 11A of the Securities
and Exchange Act of 1934, or if the Secretary is satisfied
that the requirements for trading on that exchange ensure
that the market price on that exchange represents a
legitimate and sound fair market value for the stock. It
would be intended that the Secretary may adopt a definition
of the term "regularly traded" that differs from definitions
provided for other purposes under the Code. Further, it
would be intended that the Secretary not be bound by
definitions applied for purposes of enforcing other laws,
including Federal securities laws. Similarly, in identifying
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qualified foreign exchanges for these purposes, it would be
intended that the Secretary not be required to include
exchanges that satisfy standards established under Federal
securities laws and regulations. PFC stock is also treated
as marketable, to the extent provided in Treasury
regulations, if the PFC continuously offers for sale or has
outstanding any stock (of which it is the issuer) that is
redeemable at its net asset value in a manner comparable to a
U.S. regulated investment company (RIC).

In addition, the proposal treats as marketable any stock
in a passive foreign corporation that is owned by a RIC that
continuously offers for sale or has outstanding any stock (of
which it is the issuer) that is redeemable at its net asset
value. It is believed that the RIC's determination of PFC
stock value for this non-tax purpose would ensure a
sufficiently accurate determination of the fair market value
of PFC stock owned by the RIC. The proposal also treats as
marketable any stock in a passive foreign corporation that is
held by any other RIC, except to the extent provided in
regulations. It is believed that even for RICs that do not
make a market in their own stock, but that do regularly
report their net asset values in compliance with the
securities laws, inaccurate valuations may bring exposure to
legal liabilities, and this exposure may ensure the
reliability of the wvalues such RICs assign to the stock they
hold in PFCs. However, it would be intended that Treasury
requlations will disallow mark-to-market treatment for
nonmarketable stock held by any RIC that is not required to
perform such a net asset valuation at the close of each
taxable year, that does not publish such'a valuation, or that
otherwise does not provide what the Secretary regards as
sufficient indicia of the reliability of its valuations under
the relevant circumstances. )

Coordination with RIC rules.--The proposal coordinates
the application of the mark-to-market method with the tax
rules generally applicable to RICs. The proposal treats
mark-to-market gain on PFC stock as a dividend for purposes
of both the 90-percent investment income test of section
851(b)(2) and the 30-percent short-short limitation of
section 851(b)(3). 1In addition, the proposal permits RICs to
determine their mark-to-market gain using a fiscal year
ending on October 31 of each year, solely for purposes of
determining their ordinary income for purposes of the excise
tax on the undistributed income of regulated investment
companies (sec. 4982). Reductions in value of the PFC stock
between October 31 and the end of the RIC's normal taxable
year are treated, to the extent provided in regulations, as
occurring in the following taxable year for purposes of
computing the RIC's investment company taxable income (seg.
852(b)) and the RIC's earnings and profits (sec. 852(c)).

Marketable stock not directly owned b a u.s.
person.--In the case of a controlled foreign corporation
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(including a passive foreign corporation that is treated
under the proposal as a controlled foreign corporation) that
owns or is treated as owning stock in a passive foreign
corporation, the mark-to-market method generally is applied
as if the controlled foreign corporation were a U.S. person.
For purposes of the application of subpart F to the
controlled foreign corporation, mark-to-market gains are
treated as if they were foreign personal holding company
income of the character of dividends, interest, royalties,
rents or annuities, and allowable deductions for
mark-to-market losses are treated as deductions allocable to
that category of foreign personal holding company income.
The source of such income or loss, however, is determined by
reference to the actual (foreign) residence of the controlled
foreign corporation.

For purposes of the mark-to-market method, any stock in
a passive foreign corporation that is owned, directly or
indirectly, by or for a foreign partnership or foreign trust
or foreign estate is treated as if it were owned
proportionately by its psrtners or beneficiaries, except as
provided in regulations. Stock in a passive foreign
corporation that is thus treated as owned by a person is
treated as actually owned by that person for the purpose of
applying the constructive ownership rule at another level.
In the case of a U.S. person who is treated as owning stock
in a passive foreign corporation by application of this
constructive ownership rule, any disposition by the U.S.
person or by any other person that results in the U.S. person
being treated as no longer owning the stock in the passive
foreign corporation, ‘as well as any disposition by the person
actually owning the stock of the passive foreign corporation,
is treated under the proposal as a disposition by the U.S.
person of stock in the passive foreign corporation.

Transition to mark-to-market.--The proposal provides
certain transition rules for PFC stock that becomes subject
to the mark-to-market method--that is, generally, marketable
PFC stock with respect to which current inclusion rules do
not apply. One method applies in general, another applies to
PFC stock held by regulated investment companies, and a third
method applies to PFC stock held by individuals who become
subject to U.S. tax jurisdiction as the result of a change in
residence or citizenship.

8 gimilar rules apply under present law for currency gains.
of RICs (secs. 4982(e)(5), 852(b)(8), and 852(c)(2)).

9 For this purpose, it would be intended that proportionate
ownership will take into account any special or discretionary
allocations of the distributions or gains with respect to
stock in the passive foreign corporation.
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(1) The general rule applies in the case of marketable
stock in a PFC that is held by the shareholder on the
effective date of the proposal, where the PFC was also a PFIC
under present law but was not a qualified electing fund with
respect to the shareholder for all post-1986 years in the
taxpayer's holding period. Under this general rule, tax is
imposed under :the proposal's mark-to-market rule on the
amount of mark-to-market gain representing the stock's
appreciation (if any) in the first post-effective date year.
In addition, if the stock has not depreciated in the first
post-effective date year, tax may be imposed on the full
amount of mark-to-market gain representing the stock's
appreciation prior to the effective date, as if the stock had
been sold at the end of the last pre-effective-date year and
taxed subject to present law's interest-charge method.

If on the other hand the stock has not appreciated
during the first post-effective date year, tax is imposed
only on the amount of the net mark-to-market gain
representing the stock's appreciation between the beginning
of the taxpayer's holding period and the last day of the
first post-effective date year. 1In either case, the
difference between the fair market value of the PFC stock at
the close of the first taxable year under the proposal and
the shareholder's adjusted basis in the PFC stock, less the
amount of that difference (if any) that represents
appreciation during that first taxable year, is treated
pursuant to the interest-charge method as having accrued
ratably over the shareholder's holding period (ending prior
to that first taxable -year) in the stock of the PFC.

Both the amount of pre-effective-date appreciation
included in gross income (in this case, generally the portion
of appreciation treated as having accrued before 1987), and
the amount excluded from gross income (but subject to the
"deferred tax amount" under the interest-charge method) are
treated as an unreversed inclusion for purposes of the
application of the mark-to-market method in future years.

In addition, the proposal provides an election to defer
the payment of tax (similar to the election for qualified
electing funds to defer the payment of tax under present
law's section 1294) imposed as a result of the recognition of
the pre-effective-date gain. Under the proposal;, this
election is treated as terminated to the extent a future
mark-to-market loss deduction is allocable to the unreversed
inclusion for pre-effective-date appreciation. This election
is also terminated to the extent of any distribution received
by the shareholder that would be an excess distribution under
the interest-charge rules if those rules applied to the
stock. 1In either case, it is contemplated that regqulations
will provide rules for determining the appropriate proportion
of the deferred tax for which the extension will terminate.
As under present law, any direct or indirect locan by the PFC
to the shareholder is treated as a distribution for purposes
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of determining the extent to which the extension remains in
effect. Alsc, the extension generally is terminated upcn
disposition of the PFC stock. To the extent provided in
regulations, however, a disposition of PFC stock in a
nonrecognition transaction does not terminate the extension;
rather, the person acquiring the PFC stock succeeds to the
transferor's treatment of the PFC stock under the
mark-to-market rules.

(2) Regulated investment companies are subject to a
special transition rule for the PFC stock they hold on the
proposal's effective date. Instead of applying the
interest-charge method to the amount of pre-effective-date
appreciation, RICs include the full amount of
pre-effective-date appreciation under the mark-to-market
method, and pay a separate nondeductible interest charge. No
election to defer the payment of tax is available.

(3) In the case of a shareholder of a PFC with
marketable stock who becomes subject to the tax jurisdiction
of the United States as a result of a change in residence or
citizenship, no U.S. tax applies under the mark-to-market
method or under the interest-charge method to the
appreciation of the stock's value prior to the time that the
shareholder becomes subject to the tax jurisdiction of the
United States. The proposal implements this rule by treating
the greater of (i) the fair market value of the PFC stock at
the time that the shareholder enters U.S. tax jurisdiction,
or (ii) the shareholder's basis in the PFC stock, as the
shareholder's basis in the PFC stock solely for purposes of
the mark-to-market method.

Interest-charge method

Nonelecting shareholdersl® of a PFC with stock that is
not marketable are subject to the interest-charge method,
based on the PFIC interest-charge method that is currently
provided in Code section 1291, with certain modifications.

First, although allowable foreign tax credits may reduce
a U.S. person's net U.S. tax liability on an excess
distribution, the interest charge computed on that excess
distribution is computed, under the proposal, without regard
to reductions in net U.S. tax liability on account of direct
foreign tax credits.

The PFIC provisions of present law, to the extent
provided in regulations, impose recognition of gain in the
case of a transfer of interest-charge PFIC stock in a

10 All citizens (and residents) of the United States are
included, irrespective of residence in a U.S. commonwealth or
possession.
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transaction that would otherwise qualify for the
nonrecognition provisions of the Code. The proposal imposes
that result as a general rule, except as otherwise provided
in Treasury regulations. As noted above, under proposed
Treasury regulations nonrecognition provisions may apply to
the gain, but only to the extent that the transferee will be
subject to the interest-charge method on a subsequent
distribution by the PFC or disposition of the PFC stock.

In addition, the proposal requires that proper
adjustment be made to the basis of property, held by the U.S.
person, through which the U.S. person is treated as owning
stock in the passive foreign corporation.

The PFIC provisions of present law apply rules for the
attribution of ownership of PFIC stock to U.S. persons,
including a rule that attributes PFIC stock owned by a
corporation to any person who owns, directly or indirectly,
50 percent or more of the value of the stock of the
corporation. Under the proposal, the 50-percent threshold
applies not only to stock owned directly or indirectly, but
also to stock treated as owned by application of the family
attribution rules of the personal holding company provisions
(sec. 544 (c)(2)).

The PFIC provisions of present law provide special rules
for the application of the interest-charge method in the case
of PFIC stock held by an U.S. person through an intermediary
entity. These rules describe the dispositions that are
treated as dispositions of PFIC stock by the U.S. person, and
include rules to eliminate the possibility of double taxation
(sec. 1297(b)(5)). The proposal clarifies that, under
regulations, these rules apply to any transaction that
results in the U.S. person being treated as no longer owning
the PFC stock, as well as any disposition of the PFC stock by
the entity actually owning the PFC stock. These rules apply
regardless of whether the transaction involves a disposition
of the PFC stock, and regardless of whether the parties to
the transaction include the U.S. person, the entity actually
owning the PFC stock, or some other entity. For example,
these rules apply to the issuance of additional stock by an
intermediary corporation to an unrelated party in a case
where, by increasing the total outstanding stock of the
intermediary corporation, the transaction causes the U.S.
perscon to fall below the ownership threshold for indirect
ownership of the PFC stock. The proposal also clarifies that
an income inclusion under the interest-charge method takes
precedence over an income inclusion under subpart F resulting
from the same disposition. The second clarification ensures
that the interest charge is imposed without regard to the
structure of the transaction.

Under the proposal, the interest-charge method applies
to any stock in a passive foreign corporation unless either
the stock is marketable (and therefore the mark-to-market
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method applies) as of the time of the distribution or
disposition involved, or the stock in the passive foreign
corporation was subject to the current inclusion method
(under the proposal or under prior law) for each taxable year
beginning after December 31, 1986 which includes any portion
of the taxpayer's holding period in the PFC stock. 1In the
event that PFC stock, not subject to the current inclusion
method, becomes marketable during the taxpayer's holding
period, the interest-charge method applies to any
distributions and dispositions during the year in which the
stock becomes marketable, as well as to the mark-to-market
gain (if any) as of the close of that year. In the event
that PFC stock was initially marketable, and later becomes
unmarketable and subject to the interest-charge method, the
taxpayer's holding period in the PFC stock for purposes of
the interest-charge method is treated as beginning on the
first day of the first taxable year beginning after the last
taxable year for which the mark-to-market method applies to
the taxpayer's stock in the PFC.

Under the proposal, as under the present-law PFIC rules,
stock in a foreign corporation generally is treated as PFC
stock if, at any time during the taxpayer's holding period of
that stock, the foreign corporation (or any predecessor) is a
passive foreign corporation subject to the interest-charge
method (current sec. 1297(b)(1l)). (This rule is sometimes
referred to as the "once-a-PFIC-always-a-PFIC" rule.) Under
present law this rule generally does not affect a taxpayer
holding stock in a foreign corporation if at all times during
the holding period of the taxpayer with respect to the stock
when the foreign corporation (or any predecessor) is a PFIC,
qualified electing fund treatment applies with respect to the
taxpayer. Under the proposal, the similar once-a-PFC-always-
a-PFC rule does not apply if during the taxpayer's entire
holding period with respect to the stock when the foreign
corporation (or any predecessor) is a PFC, either (a)
mark-to-market treatment applies, (b) mandatory current
inclusion of income applies (either because the corporation
is U.S. controlled or because the taxpayer is a 25-percent
shéreholgfr), or (c) elective current inclusion of income
applies. Thus, for example, a shareholder of a controlled

1l 1n the case of a PFC that was a PFIC prior to the
effective date of the proposal, even if the PFC is subject to
either mark-to-market treatment or mandatory current
inclusion, the once-a-PFC-always-a-PFC rule applies unless
the PFIC was subject to elective current inclusion for the
entire portion of the taxpayer's holding period prior to the
effective date of the proposal. In the case of a PFC that
was not a PFIC prior to the effective date of the proposal,
the application of the once-a-PFC-always-a-PFC rule is
determined without regard to the portion of the taxpayer's
holding period prior to the effective date of the proposal.
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foreign corporation is subject to current inclusion with
respect to all the corporation's income in any year for which
the corporation is a PFC, but is subject to current inclusion
only to the extent provided under subpart F in any year for
which the controlled foreign corporation is not a PFC.

The proposal also provides for full basis adjustment for
partnerships and S corporations that own stock in a passive
foreign corporation subject to the interest-charge method.
Although tax is imposed on a distribution or disposition
under the interest-charge method without including the
distribution or disposition in gross income, thus precluding
the natural basis adjustments for amounts included in gross
income, the proposal grants regulatory authority for
appropriate basis adjustments to partnerships and S
corporations based on the amount of income subject to tax
under the interest-charge method and thereby excluded from
gross income.

The proposal includes a broad grant of regulatory
authority, as does the present-law PFIC statute. 1In
addition, the proposal specifies that necessary or
appropriate regulations under the PFC rules may include
regulations providing that gross income should be determined-
without regard to the operation of the interest-charge method
for such purposes as may be specified in the regulations.
Such regulations may relieve pressure on many aspects of the
Code that result from the operation of the interest-charge
method other than through gross income. 1In addition, the
proposal specifies that necessary or appropriate PFC
regulations may include regulations dealing with changes in
residence status or citizenship by shareholders in passive
foreign corporations (e.g., a resident alien becoming a ‘
nonresident, or a nonresident U.S. citizefd renouncing U.S.
citizenship). It would be intended that no inference be
drawn from this explicit regulatory authority as to the
Secretary's authority to issue similar regulations under the
authority of the PFIC provisions of present law.

Modification or repeal of other antideferral regimes

While the proposal includes in the passive foreign
corporation rules most of the provisions that it preserves
from the present-law PFIC, foreign personal holding company,
and foreign investment company regimes, the proposal modifies
subpart F in one respect to reflect a present-law provision
of the foreign personal holding company rules (sec. o
553(a)(5)). The proposal treats as foreign personal holding
company income for subpart F purposes an amount received
under a personal service contract if a person other than the
corporation has the right to designate (by name or by
description) the individual who is to perform the services,
or if the individual who is to perform the services is
designated (by name or by description) in the contract. The
proposal similarly treats as foreign personal holding company
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income for subpart F purposes any amount received from the
sale or distribution or disposition of such a contract. This
rule applies only if at some time during the taxable year 25
percent or more of the value of the corporation's stock is
owned (directly, indirectly, or constructively) by or for She
individual who may be designated to perform the services.!
Income from such personal service contracts is not, however,
treated as passive for foreign tax credit purposes.

The proposal repeals the foreign personal holding
company provisions, the PFIC provisions (except as modified
and preserved as the passive foreign corporation provisions),
and the foreign investment company provisions. The proposal
also excludes all foreign corporations from the application
of the accumulated earnings tax and the personal holding
company tax. It is understood that the purposes of all the
anti-deferral regimes are adequately served by the passive
foreign corporation provisions as set forth in the proposal,
in conjunction with the controlled foreign corporation
provisions as modified by the proposal.

In addition, the proposal denies installment sales
treatment for any installment obligation arising out of a
sale of stock in a passive foreign corporation that is
subject to the interest-charge regime.

As a conforming amendment to the special rules
applicable to RICs holding PFC stock, the proposal confirms
that the income of a RIC from either a controlled foreign
corporation or a PFC, which income is derived from the active
conduct of the business of investing in stocks or securities,
is a type of income that counts toward meeting the 90-percent
investment income test of section 851(b)(2).

In addition, as a conforming amendment to the
elimination of the present-law PFIC rules, distributions from
a PFC of amounts that previously were included in a
shareholder's income under the elective current-inclusion
rules of present law are treated, under the proposal, as
previously taxed income under the subpart F rules (sec. 959).

Effective Date

The proposal generally would be effective for taxable
years of U.S. persons beginning after December 31, 1992, and
taxable years of foreign corporations ending with or within
such taxable years of U.S. persons.

12 Dhis rule was included in the definition of foreign
personal holding company income for purposes of subpart F
prior to the amendments included in the 1986 Act.



The denial of installment sales treatment would be
effective for sales or dispositions after December 31, 1992,

The proposal would not affect the determination of the
basis of any stock that was acquired from a decedent in a
taxable year beginning before January 1, 1993.
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2. Treatment of controlled foreign corporations

Present Law

Treatment of controlled foreign corporation earnings

In general

A U.S. shareholder generally treats dividends from a
controlled foreign corporation as ordinary income from
foreign sources that carries both direct and indirect foreign
tax credits. Under look-through rules, the income and
credits are subject to those foreign tax credit limitations
which are consistent with the character of the income of the
foreign corporation.

Several Code provisions result in similar tax treatment
of a U.S. shareholder if it either disposes of the controlled
foreign corporation stock, or the controlled foreign
corporation realizes certain types of income (including
income with respect to lower-tier controlled foreign
corporations). First, under section 1248, gain resulting
from the disposition by a U.S. person of stock in a foreign
corporation that was a controlled foreign corporation with
respect to which the U.S. person was a U.S. shareholder in
the previous five years is treated as a dividend to the
extent of allocable earnings.

Second, a controlled foreign corporation has subpart F
income when it realizes gain on disposition of stock and,
ordinarily, when it receives a dividend. Under sections 951
and 960, such subpart F income may result in taxation to the
U.S. shareholder similar (but not identical) to that on a
dividend from the controlled foreign corporation. 1In
addition to provisions for characterizing income and credits
in these situations, the Code also provides certain rules
that adjust basis, or otherwise result in modifying the tax
consequences of subsequent income, to account for these and
other subpart F income inclusions.

Third, when in exchange for property any corporation
(including a controlled foreign corporation) acquires stock
in another corporation (including a controlled foreign
corporation) controlled by the same persons that control the
acquiring corporation, earnings of the acquiring corporation
(and possibly the acquired corporation) may be treated under
section 304 as having been distributed as a dividend to the
seller.

For foreign tax credit separate limitation purposes, a
controlled foreign corporation is not treated as a
noncontrolled section 902 corporation with respect to any
distribution out of its earnings and profits for periods
during which it was a controlled foreign corpcration and



except as provided in regulations, the recipient of the
distribution was a U.S. shareholder in such corporation. The_
consequence of not being treated as a section 902 corporation
is application of the so-called "look-through" rule. That
is, dividends paid by such controlled foreign corporation to
its U.S. shareholder are characterized for separate
limitation purposes by reference to the character of the
underlying earnings of the controlled foreign corporation.

Lower-tier controlled foreign corporations

For purposes of applying the separate foreign tax credit
limitations, receipt of a dividend from a lower-tier
controlled foreign corporation by an upper-tier controlled
foreign corporation may result in a subpart F income
inclusion for the U.S. shareholder that is treated as income
in the same limitation category as the income of the
lower-tier controlled foreign corporation. The income
inclusion of the U.S. shareholder may carry deemed-paid
credits for foreign taxes paid by the lower-tier controlled
foreign corporation, and the basis of the U.S. shareholder in
the stock of the first-tier controlled foreign corporation is
increased by the amount of the inclusion. If, on the other
hand, the upper-tier controlled foreign corporation sells
stock of a lower-tier controlled foreign corporation, then
the gain generally is also included in the income of the U.S.
shareholder as subpart F income and the U.S. shareholder's
basis in the stock of the first-tier controlled foreign
corporation is increased to account for the inclusion, but
the inclusion is not ‘treated for foreign-tax credit
limitation purposes by reference to the nature of the income
of the lower-tier controlled foreign corporation. Instead it
generally is treated as passive income. ‘

If subpart F income of a lower-tier controlled foreign
corporation is included in the gross income of a U.S.
shareholder, no provision of present law allows adjustment of
the basis of the upper-tier controlled foreign corporation's
stock in the lower-tier controlled foreign corporation.

Subpart F inclusions in year of disposition

The subpart F income earned by a foreign corporation
during its taxable year is taxed to the persons who are U.S.
shareholders of the corporation on the last day, in that
year, on which the corporation is a controlled foreign
corporation. In the case of a U.S. shareholder who acquired
stock in a controlled foreign corporation during the year,
such inclusions are reduced by all or a portion of the amount
of dividends paid in that year by the foreign corporation to
any person other than the acquirer with respect to that
stock. The reduction is the lesser of the amount of
dividends with respect to such stock received by other
persons during the year or the amount determined by
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multiplying the subpart F income for the year by the
proportion of the year during which the acquiring shareholder
did not own the stock.

Distributions of previously taxed income

If in a year after the year of a subpart F income
inclusion, a U.S. shareholder in the controlled foreign
corporation receives a distribution from the corporation, the
distribution may be deemed to come first out of the
corporation's previously taxed income and, therefore, may be
excluded from the U.S. shareholder's income. However, a
distribution by a foreign corporation to a domestic
corporation of earnings and profits previously taxed under
subpart F is treated as an actual dividend, solely for
purposes of determining the indirect foreign tax credit
available to the domestic corporation (sec. 960(a)(3)).

In addition, the domestic corporation is permitted to
increase its foreign tax credit limitation in the year of the
distribution of previously taxed earnings and profits in an
amount equal to the excess of the amount by which its foreign
tax credit limitation for the year of the subpart F inclusion
was increased as a result of that inclusion, over the amount
of foreign taxes which were allowable as a credit in that
year and which would not have been so allowable but for the
subpart F inclusion (sec. 960(b)). The increase in the
foreign tax credit limitation may not, however, exceed the
amount of the foreign taxes taken into account under this
provision with respec¢t to the distribution of previously
taxed earnings and profits. 1In order for this rule to apply,
the domestic corporation either must have:-elected to credit
foreign taxes in the year of the subpart F inclusion or must
not have paid or accrued any foreign taxes in such year, and
it must elect the foreign tax credit in the year of the
distribution of previously taxed earnings and profits.

Treatment of United States source income earned by a
controlled foreign corporation

As a general rule, subpart F income does not include
income earned from sources within the United States if the
income is effectively connected with the conduct of a U.S.
trade or business by the controlled foreign corporation.
This general rule does not apply, however, if the income is
exempt from, or subject to a reduced rate of, U.S. tax
pursuant to a provision of a U.S. treaty.

Description of Proposal

Lower-tier controlled foreign corporations

The proposal would allow deemed dividend treatment for
gains on dispositions of lower-tier controlled foreign




corporations. Where the lower-tier controlled foreign
corporation previously earned subpart F income, the proposal
permits the amount of gain taxed to the U.S. shareholder to
be adjusted for previous income inclusions. The proposal
repeals the limitation on look-through treatment (for foreign
tax credit separate limitation purposes) of dividends from
controlled foreign corporations to U.S. shareholders out of
earnings from periods in which the payor was a controlled
foreign corporation, but the dividend recipient was not a
U.S. shareholder of the controlled foreign corporation.

Subpart F inclusions in year of disposition

Where a controlled foreign corporation (whether or not
it is a lower-tier controlled foreign corporation) earns
subpart F income in a year in which a U.S. shareholder sells
its stock, in a transaction that does not result in the
foreign corporation ceasing to be a controlled foreign
corporation, the bill contains statutory language providing
for a proportional reduction in the taxation of the subpart F
income in that year to the acquiring U.S. shareholder.

Distributions of previously taxed income

Where proceeds from the sale of stock to a controlled
foreign corporation that previously has earned subpart F

income would be treated as a dividend under the principles of

section 304, the proposal expressly permits exclusion of the
deemed section 304 dividend from taxation to the extent of
the pr=-iocusly taxed earnings and profits of the controlled
foreig corporation from which the property was deemed to be
distributed. (Appropriate basis adjustments also are
permitted to be made.)

Foreign tax credit in year of receipt of previously taxed
income ‘ '

.. The proposal grants regulatory authority to develop a
simplified mechanism for computing indirect foreign tax
credits and increases in foreign tax credit limitations
resulting upon certain distributions by controlled foreign
corporations of previously taxed earnings and profits.

Treatment of United States source income earned by a
controlled foreign corporation

The proposal clarifies the effect of a treaty exemption
or reduction of the branch profits tax on the determination
of subpart F income.

Effective Dates

Lower—-tier controlled foreign corporations
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The proposal treating gains on dispositions of stock in
lower—-tier controlled foreign corporations as dividends under
section 1248 principles applies to gains recognized on
transactions occurring after date of enactment of the bill.
The proposal that expands look-through treatment, for foreign
tax credit limitation purposes, of dividends from controlled
foreign corporations, is effective for distributions after
the date of the bill's enactment.

The proposal allowing for regulatory adjustments to U.S.
shareholder inclusions, with respect to gains of controlled
foreign corporations from dispositions of stock in lower-tier
controlled foreign corporations that previously had subpart F
income, is effective for determining inclusions for taxable
years of U.S. shareholders beginning after December 31, 1992.
Thus, the proposal permits regulatory adjustments to an
inclusion occurring after the effective date to account for
previous subpart F income inclusions occurring both prior to
and subsequent to the effective date of the provision.

Subpart F inclusions in year of disposition

The proposal permitting dispositions of stock to be
taken into consideration in determining a U.S. shareholder's
subpart F inclusion for a taxable year is effective with
respect to dispositions occurring after the date of enactment
of the provision.

Distributions of previously taxed income

The proposal allowing the Secretary to make regulatory
adjustments to avoid double inclusions in:c.cases such as those
to which section 304 applies takes effect on the date the
proposal is enacted.

Foreign tax credit in year of receipt of previously taxed
income

The proposal granting regulatory authority to establish
simplified methods for determining the amount of increase in
foreign tax credit limitation resulting from a distribution
of previously taxed income is effective as of the date of
enactment of the proposal.

Treatment of United States source income earned by a
controlled foreign corporation

The proposal concerning the effect of treaty exemptions
from or reductions of the branch profits tax on the
determination of subpart F income is effective for taxable
years beginning after December 31, 1986.




3. Translation of foreign taxes into U.S. dollar amounts

Present Law

Translation of foreign taxes

Foreign income taxes paid in foreign currencies are
required to be translated into U.S. dollar amounts using the
exchange rate as of the time such taxes are paid to the
foreign country or U.S. possession (sec. 986(a)(l)).

Redetermination of foreign taxes

For taxpayers who utilize the accrual basis of
accounting for determining creditable foreign taxes, accrued
and unpaid foreign tax liabilities denominated in foreign
currencies are translated into U.S. dollar amounts at the
exchange rate as of the last day of the taxable year of
accrual. 1In certain cases where a difference exists between
the dollar value of accrued foreign taxes and the dollar
value of those taxes when paid, a redetermination (or
adjustment) of foreign taxes is required. Generally, such an
adjustment may be attributable to one of three causes. One
such cause would be a refund of foreign taxes. Second, a
foreign tax redetermination may be required because the
amount of foreign currency units actually paid differs from
the amount of foreign currency units accrued. These first
two cases generally give rise to a so-called "section 905(c)
regular adjustment." -Third, a redetermination may arise due
to fluctuations in thHe value of the foreign currency relative
to the dollar between the date of accrual and the date of
payment giving rise to-a so-called "sectign 905(c)
translation adjustment." '

Description of Proposal

Translation of foreign taxes

Translation of certain accrued foreign taxes

With respect to taxpayers who take foreign income taxes
into account when accrued for purposes of determining the
foreign tax credit, the proposal generally permits foreign
taxes to be translated at the average exchange rate for the
taxable year to which such taxes relate. If tax in excess of
the accrued amount is actually paid, such excess amount would
be translated using the exchange rate in effect as of the
time of payment.

This set of rules does not apply (1) to taxpayers that
are not on the accrual basis for determining creditable
foreign taxes, (2) with respect to taxes of an accrual-basis
taxpayer that are actually paid in a taxable year prior to
the year to which they relate, or (3) to the extent provided
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in regulations, to tax payments denominated in a currency
determined to be an inflationary currency in accordance with
such regulations. 1In addition, this set of rules does not
apply to, and thus a redetermination of foreign tax is
required for, any foreign income tax paid after the date two
years after the close of the taxable year to which such taxes
relate.

Translation of all other foreign taxes

Foreign taxes not eligible for application of the
preceding rules generally are translated into U.S. dollars
using the exchange rates as of the time such taxes are paid.
The proposal grants the Secretary of the Treasury authority
to issue regulations that would allow foreign tax payments
made by a foreign corporation or by a foreign branch of a
U.S. person to be translated into U.S. dollar amounts using
an average U.S. dollar exchange rate for a specified period.

Redetermination of foreign taxes

As revised by the proposal, section 905(c) requires
foreign tax redeterminations to occur in three cases: (1) if
accrued taxes when paid (in foreign currency) differ from the
amounts claimed (in foreign currency) as credits by the
taxpayer, (2) if accrued taxes are not paid before the date
two years after the close of the taxable year to which such
taxes relate, and (3) if any tax paid is refunded in whole or
in part. Thus, if at the close of the second taxable year
after the close of the accrual year any tax so accrued has
not yet been paid, a foreign tax redetermination under
section 905(c) is required for the amount of such unpaid tax.
That is, the accrual of any tax that is unpaid as of that
date would be retroactively denied.

In the case of accrued taxes not paid within the date
two years after the close of the taxable year to which such
taxes relate, whether or not such taxes were previously
accrued, any such taxes if subsequently paid are taken into
account for the taxable year in which paid, and no
redetermination with respect to the original year of accrual
is required on account of such payment. In such a case,
those taxes would be translated into U.S. dollar amounts
using the exchange rates in effect for the period during
which such taxes are paid.

Effective Date

The proposal generally is effective for taxes paid (in
the case of taxpayers using the cash basis for determining
the foreign tax credit) or accrued (in the case of taxpayers
using the accrual basis for determining the foreign tax
credit) in taxable years beginning after December 31, 1991.
However, with respect to the proposed change to section




905(c), taxes that relate to an earlier year, and are paid
within two years after the close of taxpayer's last taxable
year beginning before January 1, 1992, are taken into account
for the year for which they would be taken into account as

determined under current law.
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4. Foreign tax credit limitation under the alternative
minimum tax

Present Law

Computing foreign tax credit limitations requires the
allocation and apportionment of deductions between items of
foreign source and U.S. source income. Foreign tax credit
limitations must be computed both for regular tax purposes
and for purposes of the alternative minimum tax (AMT).
Consequently, after allocating and apportioning deductions
for regular tax foreign tax credit limitation purposes,
additional allocations and apportionments generally must be
performed in order to compute the AMT foreign tax credit
limitation.

Description of Proposal

The proposal permits taxpayers to elect to use as their
AMT foreign tax credit limitation fraction the ratio of
foreign source regular taxable income to entire alternative
minimum taxable income, rather than the ratio of foreign
source alternative minimum taxable income to entire
alternative minimum taxable income. Foreign source regular
taxable income may be used, however, only to the extent it
does not exceed entire alternative minimum taxable income.
In the event that foreign source regular taxable income does
exceed entire alternative minimum taxable income, and the
taxpayer has income in more than one foreign tax credit
limitation category, 'it is intended that the foreign source
taxable income in each such category generally would be
reduced by a pro rata portion of that excess.

The election under the proposal is available only in the
first taxable year beginning after December 31, 1992, for
which the taxpayer claims an AMT foreign tax credit. A
taxpayer will be treated, for this purpose, as claiming an
AMT foreign tax credit for any taxable year for which the
taxpayer chooses to have the benefits of the foreign tax
credit, and in which the taxpayer is subject to the
alternative minimum tax or would be subject to the
alternative minimum tax but for the availability of the AMT
foreign tax credit. The election applies to all subsequent
taxable years, and may be revoked only with the permission of
the Secretary of the Treasury.

Effective Date

The proposal would apply to taxable years beginning
after December 31, 1992.
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5. Inbound and outbound transfers

Present Law

Outbound transfers

Corporate nonrecognition provisions

If a U.S. person transfers property to a foreign
corporation in conne